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SOME ASPECTS OF DEMAND FOR CONSUMER 


By CONSUMER DURABLE Goons, I mean all those goods which yield 
consumption services to the buyer over a considerable period of 
time. For the purposes of this paper, it appears desirable to include 
not only household durable goods and personally owned automobiles 
but also owner-occupied houses. It also appears to me to be desirable 
to consider the stock of consumer durable goods as part of our total 
stock of capital. The demand for all types of consumer durable 
goods will be treated as demand for capital goods. I believe that the 
causes and effects of the demand, and changes in the demand, for 
consumer durable goods are essentially similar to those pertaining to 
business durable goods, and our understanding of their role in the 
economic process is best served by applying to them the analysis 
which we apply to other business durable goods. Various types of 
business durable goods are far from homogeneous in their role with 
respect to economic stability. The same situation applies to con- 
sumer durable goods. But by and large business durables and con- 
sumer durables are sufficiently alike that they profit from the appli- 


If the demand for consumer durable goods is to be analyzed as 
having causes and effects similar to those of other durable goods, it 
seems desirable to mention by way of premise or introduction a few 
elementary and, I presume, generally accepted characteristics of 
capital goods which makes the demand for them particularly stra- 


An important feature of most capital goods is their longevity, the 


*This paper by Homer Jones and the following two, by Carl A. Dauten and J. Fred 
Weston, were presented at a meeting of the American Finance Association in Wash- 
ington, D.C., on December 29, 1953. The program was under the chairmanship of 
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fact that they give off services over a period of time. If the produc- 
tion or purchase of these goods ceases, the services of the existing 
stock continues to be supplied and used, though at a declining rate. 
When production or purchase of such goods increases, the stock, and 
the flow of services from the stock, increase by only a fraction of 
the increase in production. When production declines, the flow of 
services declines, but only gradually. This feature of durable capital 
goods applies and has comparable significance whether the capital 
good gives off its services to a businessman in his productive activi- 
ty or to a consumer. 

If the demand for services of a durable good declines, demand 
for the good will decline by a much greater percentage or may in- 
deed practically disappear until the stock of the good is reduced to 
a point where its production is necessary to meet the new reduced 
level of demand for the services of the good. If demand for the 
services of a durable good rises, the demand for the good will be 
very high until the stock is large enough to give off the volume of 
flow of services which is demanded. Then the production of the good 
will decline to the point where it is simply sufficient to maintain the 
stock which is necesary to yield the flow of services which is 
demanded. 

The stocks of consumer durables and the stocks of business 
durables are both reduced to accord with the low incomes of de- 
pression. The stocks of consumer durables are reduced by the pro- 
hibition of production in war. The stocks of those types of business 
durables which are confined largely to peacetime production are 
also restricted. 

Accretions of both business durables and consumer durables 
constitute uses for the unspent income of others. If this use of funds 
is reduced and the rate of supply of unspent income is maintained, 
total demand, employment, and production will fall. Both types of 
capital formation are also important as major outlets for newly 
created bank funds. 

Some indication of the relative importance in the economy of 
consumer durables and business durables appears worthwhile. Over 
the period 1929-52, the volume of gross consumer expenditures for 
durables has consistently been of the same order of magnitude as 
gross business expenditures for durables. The figures for 1929 are 
$12 billion and $11 billion, respectively. In 1952, consumers spent 
$38 billion for consumer durables while other private expenditures 
on new construction and producers’ durable equipment amounted 
to $40 billion. This comparison does not necessarily indicate that 
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consumer expenditures for durables are equal to other private ex- 
penditures in significance for economic stability. They may, as a 
whole, be more or less significant. But the comparison does point 
up the fact that consumer expenditures for durables are not 
insignificant. 

Production of consumer durables and production of business 
durables both seem to have been subject to extreme decline in de- 
pression. From 1929 to 1933, production of consumer durables in- 
cluding houses declined 69 per cent while production of business 
durables declined 70 per cent. From 1937 to 1938 consumer du- 
rables other than housing declined 17 per cent, housing held-up, and 
business durables declined 26 per cent. 


CoNDITIONS IN 1945 


In retrospect, it appears that, at the end of World War II, con- 
ditions were ripe for a great expenditure for consumer durable 
goods. Real personal disposable income in 1946 was 48 per cent 
greater than in 1939 and 59 per cent greater than in 1929. The real 
value of the stock of liquid assets at the end of 1945 was 116 per 
cent greater than in 1939. But the stock of housing and the flow of 
housing services had lagged far behind. The real value of the stock 
of automobiles was probably even less than in 1929 or 1939. The 
supplying of a flow of durable goods consumption services compa- 
rable to the flow in 1929 and 1939 called for a stupendous increase 
of the stock of housing, automobiles, and other durable goods. The 
postwar period has called for building up stock to a level providing 
services appropriate not only to the 1946 level of income, but also 
to the increases in real income since that time. Real disposable in- 
come in 1953 was 94 per cent greater than in 1929 and 81 per cent 
greater than in 1939. If the demand for services of houses and other 
durable goods increased accordingly, it was necessary to nearly 
double the stock of these goods which we had at these earlier dates. 

Even if real disposable income had not been higher at, and after, 
the end of World War II than before the war, the depletion of stocks 
during the war made for a much greater demand for accretions to 
the stock than before the war. The demand contributed to higher 
income and for still greater demand for the services of the goods 
and, therefore, for still further increases in the stocks of the goods. 

In addition to the depleted stocks of durable consumer goods at 
the end of the war, large stocks of liquid assets, and high levels of 
income, some other factors have prebably contributed to an in- 
crease in the stock of consumer durable goods necessary to meet the 
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demand for their services. Consumer debt and debt service charges 
were at a very low level. Consumer house debt at the end of 1945 
was equal to 12 per cent of disposable income compared with 16 per 
cent in 1940 and service charges on the debt to 2 per cent in 1945 
compared with 3 per cent in 1940. The amount of other consumer 
instalment debt was 2 per cent of disposable income in 1945 com- 
pared with 7 per cent in 1940, while the repayments were 3 com- 
pared with 10 per cent. One could then say that the consumers 
had a drawing account of roughly $7 billion of mortgage credit, 
and $9 billion of other instalment credit before reaching their 1940 
position. 

A further development in the postwar period which has made for 
a great demand for consumer capital has been the development of 
more lenient credit terms. Available terms for house mortgages have 
been longer and interest rates lower. In 1940, the typical note for 
purchase of a new automobile was written with a fifteen-month 
maturity, while in 1953 the maturity was typically twenty-four 
months. 

Increases in money income and price levels during and after the 
war may have stimulated demand for durable consumer goods. By 
reducing the burden of existing debt, consumers were able to incur 
more debt, buy more durable goods and have a higher consumption 
ot the services yielded by such goods. At the same time, price in- 
creases have probably reduced the value of stocks of liquid assets 
from what they otherwise would have been, in some degree offsetting 
the stimulative effect of the low-debt ratio on the demand for 
durable goods. 

Secularly we may have experienced an increase in the proportion 
of their income which consumers choose to consume in the form of 
services of durable goods quite apart from increases in per capita 
income. Whether such a force has been at work over the past eight 
years since 1945 or thirteen years since 1940 or twenty-four years 
since 1929 we cannot say. If it has, it has constituted a still further 
stimulus to demand in the postwar period. 

With a secular increase in per capita productivity or productivity 
per member of the working force, consumers may wish to take a 
greater portion of their incomes in the form of the services of durable 
goods; that is, secularly the demand for the services of consumer 
durable goods may be elastic with respect to income. This idea 
appears to be more prevalent and explicit with respect to other du- 
rable goods than with respect to housing. Whether such a force has 
been at work cannot with a greater degree of certainty be estab- 
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lished, but, if it has been operating, it has been a still further factor 
in the great production and purchase of consumer durable goods 
since the war. It is also possible that the services of durable goods 
were simply more popular than ever before quite beyond any in- 
come or secular cause. Just as there can be fads for wearing hats or 
not wearing hats, eating spinach or not, there can be fads for large 
or small consumption of the services of particular durable goods or 
of all durable goods combined. 

The great production and purchase of consumer durable goods in 
the past eight years may in part be a substitute for growth of busi- 
ness durable goods. Some shifts in technology and consumer desires 
and distribution of wealth tend to increase the relative proportions 
of durable goods owned by consumers and busineses. Partial re- 
placement of the streetcar, the cinema house, and the ice house or 
ice factory by the automobile, the television, and the mechanical 
refrigerator substitutes consumer ownership of durable goods for 
business ownership. Movement from the rented dwelling to the 
owner-occupied dwelling, from the professional photographer to the 
amateur, and from the public laundry to the home laundry is of the 
same character. The net effect of this type of shift upon total de- 
mand for durable goods is not certain. With passenger cars, a greater 
stock of passenger seats is maintained than with streetcars but the 
investment per seat and the longevity of the streetcars is greater. 

There may have been some shifts in the opposite direction such 
as continuance of decline in home baking, home sewing, and home 
laundering, though it is not clear that such shifts do much to reduce 
demand for consumer-owned capital. 

If there has been a substantial shift from business ownership of 
durable goods to consumer ownership, this may have an effect upon 
the vulnerability of the economy to extreme fluctuations. Business- 
men must guess at the demand for the services of the durable goods 
which they buy. Consumers as the purchasers of the durable goods, 
the services of which they will consume, may be less likely to acquire 
a stock of durable goods which will give off a flow of services which is 
greater than desired relative to income and other consumption. 

A shift from business ownership to consumer ownership of du- 
rable goods in some respects increases, and in other respects re- 
duces, freedom. Ownership of a house eliminates some annoyances 
of dealing with landlords but reduces freedom to move, freedom to 
use net worth, and freedom to reduce real expenditure on housing. 
Ownership of an automobile gives a kind of freedom, but at the 
same time reduces freedom to choose among kinds of transportation 
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or between transportation and no transportation. A large portion 
of costs go on inexorably whether a car is used or not. It may be 
that a part of the consumer demand for durables in the postwar 
period has resulted from a preoccupation with the freedoms apper- 
taining to ownership of durables. At some future time, consumers 
may be more impressed with the unfreedoms related to ownership of 
durable goods, and some tendency toward greater ownership by 
business will develop. 

The relative shift to consumer ownership of durable goods has 
resulted in part from greater availability of consumer credit and 
has in turn caused an increase in consumer credit relative to business 
credit. Automobile credit may have, in some degree, taken the place 
of equipment trust certificates, railroad bonds, and street railway 
bonds. Television credit has, in some degree, taken the place of 
motion picture house mortgages. Dwelling mortgages owed by con- 
sumers have supplanted mortgages owed by landlords. 

Shifts from business ownership to consumer ownership of capital 
goods or vice versa do not appear in and of themselves to be dis- 
equilibrating. They are mentioned here because if the possibility of 
their occuring is not recognized, and if an attempt is not made to 
determine whether they have recently occurred or are occurring, and 
to what degree, great mistakes may be made in evaluating whether 
an equilibrium stock of consumer durable goods or of business du- 
rable goods is being approached or has been achieved or exceeded. 

There is a widespread belief that the great demand for consumer 
durable goods has been in considerable part a result of population 
growth, the high marriage rate, and the high birth rate. In so for as 
these factors have been manifested in an increased working force 
and increased real disposable income, their effect upon the demand 
for durable goods services and for durable goods has already been 
discussed. That, beyond this, marriages and births make for a higher 
demand for durable goods and their services than would otherwise 
prevail does not appear to me to be as clear as is commonly assumed. 
There may not be as great a tendency as is commonly assumed for 
two married people of a given income, age, and other significant 
characteristics to spend a given amount for housing services than 
two otherwise comparable people who are unmarried and living 
apart. Men coming out of the Army, getting jobs and marrying, in- 
creased the demand for houses. But how much more was the in- 
crease than if they had gotten jobs and not married and the women 
had accommodated themselves to living alone and liking it? If the 
unmarried have a greater propensity to demand their housing serv- 
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ices on a rental basis and the married tend to get their housing serv- 
ices by buying a house, the demand of the married manifests itself 
directly in an increase in stock of housing while the demand of the 
unmarried results in an increase in stock only if business responds 
to the demand. 

In some cases marriage may result in a decrease in demand for 
housing services. One apartment, one bedroom, one bed, may serve 
where two of each were used before. If marriage results in one of the 
parties ceasing to work or working less, with resulting decline in in- 
come, there is still more limitation on a positive relation of marriage 
and demand for house services. Contrariwise, separation or divorce 
may stimulate the demand for house services. 

But even if the unmarried clearly have a lesser demand for house 
services than the married, they may have greater demand for the 
services of other durable goods. For example, two people who do not 
marry may each Suy a car and a television set while if they marry 
they may buy only one of each. 

But even if it can be established that marriage stimulates total 
demand for serv.ces of consumer-owned durable goods, this does not 
prove that marriage is stimulative to demand for services of durable 
goods owned by consumers and business combined, or to the total 
level of busines activity. If the unmarried demand less housing serv- 
ices they may demand more other goods and services in the market 
which stimulates an equivalent demand for durable goods to be 
owned by business. Even if it should be established that the unmar- 
ried have a greater propensity to accumulate liquid assets than the 
married, this might be offset by a greater total direct and indirect 
demand for capital services on their part. 

The relation between the birth rate and demand for durable goods 
services also may not be as close as is often assumed. There is 
no certainty that the income recipient will pay a larger portion of 
his income for the services of houses and other durable goods after 
he has children than before. He is faced with such great needs for 
medical services, milk, food, clothing, and other non-durables that 
the proportion of his income devoted to durable goods services may 
not rise at all. 

Our analysis of the factors making for a very great demand for 
consumer durables in the past eight years may be supplemented by 
brief statistical evidence of the very great rate of purchases of these 
goods over the period. 

Beginning in 1948, consumers have spent an amount equal to 
more than 3 per cent of their disposable income on automobiles and 
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in three of these six years this percentage has been more than 4 per 
cent. This is certainly “high” from the standpoint of the period 
1929-53, since 1929 is the only other year in which such expenditures 
were as much as 3 per cent. 

Purchases of major household goods have also been high when 
judged by the same criterion. They were equal to more than 4 per 
cent of disposable income in each of the five years 1947-51, a rela- 
tion previously equalled only in 1929. 

Consumer purchases of all durable goods excluding housing have 
been above 11 per cent of disposable income in every year beginning 
with 1947, a level achieved previously in the 1929-53 period only 
in 1929. 


THE FUTURE 


The analysis which we have made of factors underlying the de- 
mand for consumer durable goods during the past eight years may 
throw some light on what forces will be operative in the future. 
Some of the factors of the past eight years seem likely to disappear 
and others to lose some of their strength. Disappearance or weaken- 
ing of some of the forces which have made for the high level of pur- 
chases may be replaced by other positive stimuli to demand for dur- 
able goods by either businessmen or consumers. The possibility also 
exists, however, that disappearance or weakening of some of the post- 
war stimulants to demand for consumer durables may result in a very 
significant decline in demand for net additions to durable goods 
stocks as a whole and consequent serious problems for maintenance 
of total demand, high employment, and high production. 

While we can expect no definitive answers, it seems worthwhile to 
examine individually several of the forces which have supported the 
great demand of the past eight years with a view toward some under- 
standing of their possible influence in the future. 

The building up of an utterly inadequate stock of durable goods 
into a stock adequate to give off a flow of services appropriate to high 
level of income has required an exceptionally high rate of production 
of such goods. It seems most pertinent to inquire concerning the pos- 
sible effect of achieving such a stock and when such achievement 
seems likely to be effected. 

When a stock of durables adequate to yield the desired flow of 
services has been achieved, the demand for new durables will fall 
to that which is necessary to maintain the stock subject to modifica- 
tions appropriate to changes in the demanded flow of durable goods 
services. The extent of the readjustment in demand seems likely to 
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vary among classes of consumer durable goods. The smaller the an- 
nual production necessary to maintain stock and to increase stock 
as income increases secularly, in relation to the annual amounts 
by which the formerly inadequate stock had been built up, the 
more serious the effects. There would seem to be some presumption 
that the smaller the relation of the production necessary to maintain 
and secularly increase stock to the volume of stock, the greater would 
be the percentage decline in production accompanying the final mak- 
ing up of a deficiency of stock. If this is the case, one would expect 
that achievement of an adequate stock would cause a much greater 
decline in demand for new houses than in demand for new cars since 
the production of cars necessary to maintain stock and provide for 
secular increase is so much greater in relation to stock than is the 
comparable production of houses in relation to stock. 

Are there any data which we can examine which throw light on 
how adequate are the stocks of various categories of consumer du- 
rable goods and the flows of services therefrom? A time series of the 
relation to disposable income of the services rendered by a category 
of durable goods may be of some use in this connection. The size of 
the stock of goods, relative to disposable income, may also be of 
some use either directly or by giving some indication of the flow of 
services rendered by durable goods. Very pertinent skeptical ques- 
tions can be raised regarding the possibility either conceptually or 
practically of measuring either the flow of services or the size of the 
stock. Nevertheless, there are some data which experimentally or 
illustratively may be used in this connection. 

Dr. Raymond Goldsmith has provided us with some data of in- 
terest in this connection. I must, however, at the outset absolve 
Dr. Goldsmith of any responsibility for or expressed concurrence 
with the use of the data for this purpose. 

The value of the stock of non-farm residential structures was 
equal to 109 per cent of disposable income in 1929 and to 123 and 
122 per cent, respectively, in 1939 and 1940. In 1944, the value of 
the stock of houses was 79 per cent of disposable income and in 
1946, 92 per cent. This would seem to give some indication of the 
inadequacy of the stock of housing and the flow of services there- 
from relative to consumer purchase power at the end of the war. By 
1948, the relation was still below those of 1929 and 1939. Now, how- 
ever, at 117 per cent, the relation is above that of 1929. This would 
seem to provide some crude indication that we may have regained 
a flow of housing services appropriate to our high income and high 
total production. However, the data should be used with caution 
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not only with respect to the conceptual appropriateness of this 
series as an indication of flow of housing services, but also because 
past relations may not provide a very useful indication of what 
volume of flow of housing services the public may now desire relative 
to income or other goods and services. However, if one gives any 
credence to the widespread conception that in 1929 we had provided 
for a very large flow of house services relative to income and to 
other goods and services, it would seem that the 1929 relation is not 
designed to overstate the adequacy of the present flow. 

We also have available another series of data which may provide 
some indication of the flow of house services, and possibly inferential- 
ly of the stock of houses. The national income accounts contain an 
estimate of space rental value of our housing. In 1929 this amounted 
to 13 per cent of disposable income and in 1940 to 11 per cent. In 
1946 it was 7 per cent. The low relation at the end of the war illus- 
trates the small stock of housing relative to income and to the pre- 
sumed demand for house services. As the stock of housing has in- 
creased since the war, the space rental value has risen to 10 per cent 
of disposable income. Taken at face value, this present 10 per cent 
compared with the 13 per cent in 1929 would seem to indicate that 
the flow of house services is still low compared with 1929 and that, 
assuming consumers now want to use as large or a greater proportion 
of their income for house services as in 1929, there is still need for 
substantial additions to the stock of housing. But, it appears that 
this statistical series, while it may be quite excellent for its primary 
purposes, probably underestimates the value of the real house serv- 
ices in relation to real disposable income as compared with 1929. 
The series still reflects either actual rent control or the sticky effects 
of rent control. This limitation applies not only to the tenant-occu- 
pied dwellings but also carries over to the estimation of owner-occu- 
pied dwelling space rental values. It then appears likely that if a 
more adequate measure of the real house services were available the 
flow would be found to have achieved a level relative to income com- 
parable to 1929. This would not prove that we have or have nearly 
achieved a stock of housing which produces the flow of « rvices 
which is now appropriate to present high income and total produc- 
tion, but it would provide some evidence to this effect. 

With respect to automobiles we have an annual time series of 
the value of this consumer durable good. In 1946, the value of the 
depleted stock of automobiles was equal to only 5 per cent of dis- 
posable income compared with 14 per cent in 1940, affording the 
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basis for a great rebuilding of stock. Today, the value of this stock 
is estimated to be equal to about 17 per cent of disposable income. 
The fact that the value of our automobile stocks is now substan- 
tially larger relative to income than at any prewar time provides 
some basis for believing that we may have achieved or be nearing 
an achievement of a stock of automobiles which yields the flow of 
services which consumers consider appropriate to the level of in- 
come and the other goods and services consumed. 

The stock of durable consumer goods other than houses and cars 
amounted in 1929 to 40 per cent of disposable income and in 1940 
to 34 per cent. This relation now amounts to about 47 per cent. 
These figures would seem to be consistent with a hypothesis that 
we have reached or are reaching a stock of these goods which yields 
a flow of services which consumers consider to be appropriate to 
their income and to the remainder of their consumption pattern. 
Some further support of this hypothesis is provided by the recent 
course of sales of these goods and of the credit used to finance them. 
Instalment credit extended for the purchase of such durables in re- 
cent months has been at a lower rate than a year ago. Outstanding 
credit has increased only slightly in recent months. 

I have raised some question as to the strength of the relation be- 
tween marriages and births on the one hand and demand for con- 
sumer durable goods on the other. But, assuming the marriage and 
birth rates do have a significant stimulative effect upon demand for 
durable goods, it is worthwhile to examine what the prospects now 
are in this respect. 

The recent high marriage rates have been made possible by reduc- 
ing the age of marriage and using up a backlog of marriages delayed 
by the Depression, the war, or a temporary unpopularity of mar- 
riage. But these factors cannot operate indefinitely. When the back- 
log of delayed marriages is used up, it cannot be used again. The 
average age of marriage cannot be reduced indefinitely. The mar- 
riage rate of the future, net of divorces, has an upper ceiling deter- 
mined by the number of boys and girls becoming of marriageable 
age. This number is at a low level since it reflects the low birth rate 
of the Great Depression. In 1952 the gross marriage rate was the 
lowest since 1933. Finally, if style or the changing mores have any- 
thing to do with the marriage rate, they can at present move in only 
one direction, namely as a depressant. If the popularity of marriage 
changes, the only way it can move much is in the direction of less 
popularity. Thus, if marriage is thought to have a stimulative effect 
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upon the demand for durable consumer goods, that factor will be 
operating in the direction of a reduced demand for the next few 
years. 

The number of persons becoming employable and marriageable 
or coming out of the armed forces, a factor related to the marriage 
rate, is also a determinant of demand for durable goods. The accre- 
tion to the employable by virtue of arriving at the age of 18 or 19 or 
20 or coming out of the armed services will be less in the next few 
years than during the past eight. 

If births are a stimulus to consumer expenditures for durable 
goods or total expenditures for such goods from the viewpoint of a 
few years, a factor which I have questioned, this stimulus seems 
likely to be weaker in the next eight years than over the past eight. 
To the extent that the deferred births and the births following from 
the lowered marriage age have now occurred, this factor will proba- 
bly not operate so strongly in the future as it has since the war. To 
the extent that the recent high birth rate has been a result of in- 
creased fashionability of children, its future course is quite prob- 
lematical. In so far as the fashioned increment of births may be in- 
duced by the prevalence of the delayed births increment, it may 
decline with the disappearance of the delayed birth increment. The 
birth rate of the forties and the early fifties was helped by the fact 
that women of child-bearing age were numerous, reflecting for the 
most part births before the Great Depression. Now more and more 
the number of women of child-bearing age will reflect the low birth 
rate of the thirties and will make for a small number of births. Thus, 
it would seem that, while some of the factors which have made for a 
high birth rate will continue to be operative if we have high incomes 
and the future of others is utterly nebulous, some of the most 
powerful will have disappeared and others will have been reduced 
in force. 

The demand for durable consumer goods may be greatly affected 
by shifts in the age distribution of the already existing population. 
The most remarkable and significant aspect of shifts will be the 
small number shifting in the next few years from below 20 to 20 
and above and the large number shifting from below 10 to 10 and 
above. The smallness of the former shift may make for smallness of 
increase in demand for the services of houses and other durable 
goods. The large size of the latter change may particularly increase 
consumption of food, clothes, and services. 

Some analysis of the demand for durable goods seems to be based 
on the concept that they are prime necessities while other analysis 
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conceives of them as luxuries. The reasoning which connects them 
with the marriage rate and the birth rate evidently premises that the 
flow of the services of these goods is a necessity. Others have viewed 
the services of durables as luxuries, appertaining to high income and 
full employment. I believe that neither of these two positions has 
been well established or proved as a primary explanation of behavior 
of the durable goods markets or of the role of durable goods in the 
business cycle, but both deserve further study. For the time being, 
it seems to be most useful to concentrate upon the durability of 
durable goods and the relation of stock to services for an explana- 
tion of the economic role of these commodities rather than to put 
much dependence upon the nebulous concepts of necessity or luxury. 
We do not know whether the income elasticity of demand for the 
service of consumer durables as a whole is either greater or less 
than the income elasticity of demand for other consumer goods and 
services. 

The facts which we have here considered seem to me to give some 
indication that the strength of the major factors which have con- 
tributed to the consumer durable goods boom of the past eight years 
must soon weaken or may even now be weakening. To give useful 
precision to this conclusion is difficult if not impossible. In any case, 
more study and analysis than can be presented here would be re- 
quired to give such precision. 

It may be worthwhile, however, to mention how some further 
factors might affect the demand for consumer durables in the future. 
A substantial reduction of public expenditures, a corresponding re- 
duction in taxes, and a corresponding increase in disposable personal 
income might affect the demand for houses and other consumer du- 
rable goods. Unless the income elasticity of demand for the services 
of houses and other durable consumer goods is exceedingly low, and 
we have no reason to think that it is, the demand for these durable 
goods would be immensely stimulated. The demand would be backed 
by an increased ability to service debt and probably by an increased 
willingness to go into debt. 

Until the flow of services again achieved the desired relation to 
other consumer goods and services, the demand for durable goods 
would remain very strong. When a stock had been achieved giving 
off the desired flow of services, demand for durabies would again be 
reduced to that necessary to maintain a stock adequate to yield the 
desired volume of services. 

If public expenditures were to be increased substantially with a 
corresponding increase in taxes and decrease in disposable income, 
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a depression of demand for housing and other durable consumer 
goods might be expected. If the income elasticity of demand for 
house and other durable goods services is more than nominal, the 
demand for gross additions to the stock of these goods will tend to 
collapse and only recover when the stock of goods has been so re- 
duced that the flow of services will be appropriate to the new level 
of disposable income. Something of this character may have hap- 
pened in 1951 and 1952. With disposable income reduced by in- 
creased taxes, the durable goods services demanded were less than 
otherwise would have been the case. With this limitation on demand 
for services of the goods and an increased cost of servicing this debt 
as a result of increased down payments and reduced maturities, a 
double cause of the unanticipated moderation of demand is pro- 
vided. These factors rather than consumer reaction to high prices 
and other “attitudes” may provide the chief explanation of the mod- 
erate demand. But the point here is that increased government ex- 
penditure and taxes may tend to depress the durable goods market 
considerably more than the market for other goods and services, 
quite aside from any special credit restrictions. 

The stock of money and near money held by consumers may be 
less of a stimulant to durable goods purchases in the near-term 
future than it has on the whole been since the war. The ratio of these 
liquid assets to disposable income rose greatly during the war. After 
the war, the ratio declined rapidly and is now at or near the prewar 
level. Personal holdings of currency and demand deposits which in 
1946 were equal to about 30 per cent of disposable income have now 
declined to about 22 per cent. Holdings of all liquid assets have 
declined from 90 per cent to about 67 per cent, not far above the 
1940 relation. Consumers may undertake to reduce the relation 
further to correspond to the low ratios of earlier eras such as the 
twenties. However, reductions in the past four years have been 
very slight and there seems considerable basis for a presumption 
that attempts of consumers to reduce their cash balances or stocks 
of liquid assets is a very undependable reed to lean upon for main- 
tenance of future demand either for durables or for other consumer 
goods and services. Aside from extreme situations such as arose 
during the war there seems little likelihood that statistics concern- 
ing stocks of money and near money or changes therein can throw 
much light on the future course of demand for non-durables, 
durables, or both combined. 

Rent control may have provided some stimulus to residential 
construction in the postwar period. With restriction on the price 
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charged for the services of existing rental housing, motives for 
economizing their use were limited, vacancies were very low and at 
the same time incomes were high and the number of families seek- 
ing housing was rising. Under these conditions the unsatisfied 
demand for housing was greater than would otherwise have been 
the case. The stimulus to produce owner-occupied houses, and pos- 
sibly new rental housing subject to less stringent or no rent controls, 
was increased. 

If rent controls have been a stimulus to house building, the elimi- 
nation of controls may gradually contribute to depression in the 
building of housing. With a rise in rents on old housing, consumers * 
are motivated to economize in the use of the services of this hous- 
ing. This enables the rental housing to meet a greater portion of 
the total demand for housing services and therefore reduces the 
demand for owner-occupied houses. If under rent control we have 
built up a stock of total housing adjusted to a resulting uneconomical 
use of old rental units, the total stock of housing may give off a flow 
of services which is larger than is demanded when rents are freed 
and rents and costs of ownership have adjusted to each other. Thus, 
the rent controls may have added to the housing boom in a manner 
which will later contribute to depression in housing construction. 

In the postwar years, consumers have increased their indebted- 
ness substantially in every year. The increase has varied from $5 
billion in 1946 to more than $10 billion in 1950. In 1953, the in- 
crease has still been almost $10 billion. This increase of indebtedness 
has provided one of the major bases for demand for houses and 
other consumer durables in the postwar period. The increase has 
also provided an outlet for unspent income or liquid saving of 
others. This basis for demand and outlet for unspent income has 
been an integral part of the maintenance of high demand and the 
maintenance of the flow of purchasing power in recent years. If the 
public retains its recent propensities to direct funds into liquid form 
and if demand for durables is to continue at recent levels, either the 
increase in this debt must be continued at recent rates as a source 
of demand and as an outlet for propensities to increase holdings of 
liquid assets or substitute sources and outlets must develop. 

While no one can say that any particular level of consumer debt 
or of debt charges is a maximum, it does seem worthwhile to con- 
sider the recent course of these magnitudes. The mortgages of owner 
occupants are now 25 per cent of disposable income compared with 
12 per cent in 1945 and 16 per cent in 1940. Consumer non-mortgage 
instalment debt is 9 per cent compared with 2 per cent in 1945 and 7 
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per cent in 1940. Servicing of consumer debt, including mortgage 
and non-mortgage debt, which took 6 per cent of disposable income 
in 1946 now takes over 13 per cent. The proportion of disposable 
income used to service debt cannot indefinitely increase at the rate 
of the past eight years. Complete or substantial elimination of this 
stimulus to economic activity may present a serious problem for the 
satisfactory operation of the economy. 

In recent years considerable investigation has been made of con- 
sumer attitudes and intentions in relation to the demand for du- 
rable goods. Representative spending units of the country have 
been asked whether they felt better or worse off financially than a 
year before and why, whether they thought the present a good time 
to buy houses and other durable goods and whether they intended 
to buy a house or other durable goods. 

Whether this is a very useful approach to understanding or fore- 
casting demand has yet to be established. A case can be made that 
this approach has worked successfully. Less progress has been made 
in developing any principles explaining how or why it works or 
might reasonably be expected to work. If more progress could be 
made in developing principles as to why it might be expected to 
work, one could place more confidence in the evidences that it has 
worked. 

It does seem very plausible that consumer’s attitudes or changes 
in attitudes may cause a pause in demand though a stock has not 
yet been built up which is appropriate to the level of income, may 
cause to come slightly earlier than otherwise a decline in demand 
which basic conditions called for, or postpone such a decline for a 
time. To be very useful, a study of attitudes and intentions would 
not only need to forecast these aberrations with some substantial 
degree oi reliability but would also need to enable the user of the 
data to know whether a forecasted down-turn was a pause in a 
strong situation, a premature fundamental downturn, or a belated 
fundamental downturn. If a pause in a strong demand situation 
were interpreted as a fundamental decline, quite inappropriate meas- 
ures of public policy might be taken. Short-run attitudes and inten- 
tions which caused the postponement of a fundamental decline, 
which resulted in accumulation of durable goods giving off an ex- 
cessive flow of services relative to income and to other goods and 
services desired, would be a poor basis for optimism since the re- 
quired period of subsequent adjustment would be all the longer. 

The study of consumer attitudes and expectations in relation to 
durable goods purchases can have the best chance of making a con- 
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tribution to understanding of the economic system if (1) its accom- 
plishments are not overrated, (2) more effort is placed on trying to 
understand what it has accomplished relative to the effort directed 
to further accomplishment, (3) more effort is given to understanding 
how or why this approach might be expected to be useful, (4) this 
study of short-term attitudes and intentions can be used in connec- 
tion with knowledge and evaluations of fundamental factors affect- 
ing the demand for durable goods, and (5) more knowledge can be 
gained regarding the fundamental long-run psychological or socio- 
logical determinants of demand and changes in demand for durable 
goods. 

This paper has in a sense placed much emphasis upon income 
and changes in income as determinants of demand for durable con- 
sumer goods. It has indicated that because the demand for durable 
goods is a derived demand subject to the acceleration principle, an 
increase of income raises consumer demand for all goods, not by a 
lesser amount or a lesser proportion, but a greater. But this greater 
demand is not permanent. When stocks have been built up total con- 
sumer expenditures fall. 

The same acceleration factor operates to intensify reduction of 
consumer demand when income falls. This intensification will be 
more protracted in the case of some goods than others; the less the 
depreciation rate on a durable good, the more protracted will be the 
operations of the acceleration principle depressing consumer ex- 
penditures relative to income. We may expect demand for long- 
lived houses to be relatively depressed by an income decline much 
longer than the demand for relatively short-lived automobiles. 

But noting this characteristic of the relation between income 
changes and consumer expenditure raises a question regarding the 
usefulness of a consumption function which includes both durable 
consumer goods and non-durable goods and services. It may be more 
enlightening to consider the demand for durables quite independent- 
ly of other consumer expenditures and more comparable in signifi- 
cance to demand for business durables. These considerations also 
raise questions regarding the usefulness of a savings function as 
most commonly conceived and indeed of personal savings at all as a 
consolidated category. Rather it would seem that consideration in 
a single category of use of personal funds to buy durables, whether 
commonly denominated consumer or investment, and increases in 
liquid assets contributes to confusion rather than to enlightenment. 

While demand for durable consumer goods is greatly affected 
by changes in income it seems quite impossible to establish a useful 
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mathematical or mechanical relation. The relation is dependent on 
adequacy or inadequacy of stocks at time of change, changes in 
style, and all the obscure factors which motivate modern man. The 
causes and changes in causes are so kaleidoscopic as to preclude 
precise analysis. We can at best use very crude tools to gain some 
understanding of where we have been and where we are and by 
this means gain some better feeling for where we may go than would 
be provided by no knowledge at all. 

Lower interest rates might be expected to justify a greater stock 
of housing at the present time than at times in the past, for example, 
in the twenties. The lower the interest rates, the lower the cost of 
housing services, the larger the physical consumption of housing 
services and the larger the dollar stock of housing called for relative 
to income and relative to the value of the flow of house services. 
Low interest rates probably also operate, though to a lesser degree, 
in the direction of justifying a larger stock of other consumer 
durable goods. Low interest rates reduce the cost of a given physical 
flow of durable goods services, increase physical consumption, and 
increase the stock of goods called for. The justified stock of durable 
goods may also be increased by greater availability and efficiency of 
consumer credit facilities and reduced costs or charges other than 
pure interest. 

In conclusion, the significance of the demand for consumer du- 
rable goods is primarily as an aspect of gross and net capital for- 
mation. Consumer durable goods theory and analysis needs to be in- 
tegrated with general capital theory and analysis. In this way, the 
demand for these goods should be integrated with general business 
cycle theory. This paper has made only a few tentative steps toward 
such integration. I believe that understanding of consumer durable 
goods phenomena in the future will be furthered if additional work 
is done in this direction. 
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A FRESH APPROACH TO THE PLACE OF CONSUMER 
CREDIT IN ECONOMIC AND FINANCIAL 
THINKING 


Cart A. DAUTEN 


Washington University 


FEW AREAS IN THE FIELDS of economics and finance have been ap- 
proached from such divergent points of view as consumer credit. 
Some prophets of doom have feared that the growth of consumer 
credit might prove to be the undoing of our whole economic system. 
On the other hand some of its most enthusiastic supporters have 
maintained that it is one of the most important of the factors re- 
sponsible for our present high standard of living. Many shades of 
opinion between these extremes have also been expressed. Since the 
depression days of the thirties and especially since the publication 
of Consumer Credit and Economic Stability by Rolf Nugent, many 
economists have argued that consumer credit plays an important 
causal role in producing cyclical fluctuations and therefore should 
be regulated so as to control the amount granted auring prosperity 
periods. 

As background for a somewhat different approach to consumer 
credit several of the past approaches will be summarized. The writers 
whose works are considered have not necessarily been chosen be- 
cause they are the outstanding men who have written on this sub- 
ject, but because their views represent different approaches to con- 
sumer credit which have had an influence on thinking and practice 
in the field. 


SomE Past APPROACHES TO CONSUMER CREDIT 


Edwin R. A. Seligman.—One of the earliest studies of the eco- 
nomics of consumer credit, especially the use of instalment credit 
to buy durable goods, was made by Edwin R. A. Seligman, professor 
of political economy at Columbia University, and some of his asso- 
ciates. This work was published in 1927 as The Economics of In- 
stalment Selling, A Study in Consumers’ Credit. Professor Seligman 
analyzed the nature of consumption and production and went to 
some length to make a distinction between productive and unpro- 
ductive consumption. On the basis of his contention that some con- 
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sumption is in fact productive he reached the conclusion that in- 
stalment credit does not merely advance the time of the use of pur- 
chasing power, but may actually augment it.* 

A statistical study was made to show how the characteristics of 
credit varied among the different commodities for which it was used 
and with the conditions of the times. On the basis of such data as 
were available Seligman concluded: “The effect of instalment sell- 
ing on production, will, therefore, differ not only with every class of 
commodity, but perhaps also with each successive period of time.’” 
Some preliminary data were also gathered on the effect of consumer 
credit on consumer expenditure patterns and savings. The data were 
too restricted, however, to draw any firm conclusions and this is 
unfortunately still true in a large measure today. 

In analyzing the effect of consumer credit on business cycles 
Seligman stressed that consumer credit differed from producer 
credit in some of its characteristics. He indicated that an addition 
to credit or more active utilization of credit was apt to accentuate 
business cycles. But he argued that the effect due to consumer credit 
could not be large since the net addition to total credit from con- 
sumer credit was probably not as great as some current writers had 
estimated it to be. This reaction, that figures on consumer credit 
exaggerate its real magnitude, still sounds familiar in our day. 

Professor Seligman also attempted to analyze the possible effects 
of a depression on the soundness of consumer loans. After studying 
the record of consumer loans in a community paralyzed by a pro- 
tracted strike he concluded that consumer loans would by and large 
be repaid in a depression, but with some delays in payments. This 
was in contradiction to a prevailing view that wholesale losses would 
occur, but it has been amply substantiated by events since that time. 

Rolf Nugent.—A totally different approach to consumer credit 
was taken by Rolf Nugent when as the director of the Department 
of Consumer Credit Studies of the Russell Sage Foundation he 
wrote Consumer Credit and Economic Stability. He did yeoman 
work in developing much more complete statistics on consumer 
credit of various types than were available up to that time. Using 
these figures he analyzed the secular and cyclical movements in 
consumer credit. He considered the causal relationships under con- 
ditions of full employment and under incomplete utilization of pro- 
ductive factors. He especially studied the relationship to national 
income in the 1923 to 1938 period. 


1. Edwin R. A. Seligman, The Economics of Instalment Selling (New York: Harper 
& Bros., 1927), p. 283. 


2. Ibid., pp. 297, 298. 
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He concluded that consumer credit had disruptive effects on 
business stability which would continue to increase. He has sum- 
marized his views well in the following statement: 


Here, indeed, is a large and increasingly important area of financing activity 
which tends almost inevitably to accelerate the boom and to deepen and to pro- 
long the depression. Not only is it practically beyond the control of the central 
banking authorities, but it is also capable under certain conditions of rendering 
useless the already weakened instruments of central banking policy and of limit- 
ing substantially the effectiveness of public spending as a weapon for combating 
the cumulative forces of deflation. The desirability of controlling consumer credit 
fluctuations in the interest of stability will scarcely be doubted.® 


The tools he proposed were of course those of Regulation W of 
World War II and Korean War days, control of the relative size of 
down payments and amortization periods. He was certainly a poor 
prophet when he said that the desirability of controlling consumer 
credit fluctuations in the interest of stability would scarcely be 
doubted. The storm on this issue still rages in academic circles, but 
especially in the consumer credit business, and in legislative halls. 

National Bureau of Economic Research—Gottfried Haberler— 
The National Bureau of Economic Research studies of consumer 
credit of the late thirties and early forties developed a large amount 
of valuable information on consumer credit especially on the expe- 
rience of various types of consumer-credit companies in the thirties. 
On the basis of these studies Gottfried Haberler studied the rela- 
tionship of Consumer Instalment Credit and Economic Fluctuations. 
He concluded that if the business cycle is taken as given the demand 
for credit becomes more intense in the upswing of the cycle and falls 
during the downswing. Available data indicated that the supply of 
credit seemed to be very elastic in all phases of the cycle although 
the data on which this conclusion was based were admittedly sparse 
and were mainly for the period of the late twenties and thirties when 
inflationary pressures were largely non-existent. With demand 
fluctuating cyclically and supply elastic, the flow of new credits and 
the amount of outstanding credit tend to expand in the upswing and 
to contract in the downswing of the cycle. The effect of such changes 
in credit will be magnified by the operation of the accelerator and the 
multiplier. 

Thus according to Haberler instalment credit tends to accentuate 
economic fluctuations. It intensifies a boom whether due to the busi- 
ness cycle or to inflationary pressures, and it tends to intensify de- 
pressions of a cyclical or other nature. He felt that changes in con- 


3. Rolf Nugent, Consumer Credit and Economic Stability (New York: Russell Sage 
Foundation, 1939), p. 238. 
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sumer credit were not one of the most significant factors in the 
cycle, but were an important part of the total picture. 

Haberler concludes that economic stability could be promoted if 
cyclical fluctuations in credit were less violent, or better still were 
countercyclical. As a result of his conclusions he proposed regula- 
tion of down payments and amortization periods. His conclusions are 
well stated in the last paragraph of his book as follows: 

We have seen in Chapter 5 that consumer instalment credit is not a cyclical 
factor of the very first importance. Even if cyclical fluctuations in instalment 
credit were entirely eliminated, the business cycle would still exist. But the same 
could be said of many other factors and measures, if each were considered in iso- 
lation. There are no simple measures regulating mildly certain sections of eco- 
nomic activity that would altogether eliminate, or drastically mitigate, economic 
fluctuations. But concerted action in many fields at the same time will have a 
noticeable stabilizing effect, and in such a system of measures the cyclical con- 
trol of consumer instalment credit should find an important place.* 


National Bureau of Economic Research—Avram Kisselgof.— 
More recently Avram Kisselgoff has made a study under the aus- 
pices of the National Bureau on Factors Affecting the Demand for 
Consumer Instalment Sales Credit. This study was largely a statisti- 
cal study of the factors affecting demand using aggregate data for 
the 1929 to 1941 period. It was found that total current real income 
was an important element in explaining changes in the demand for 
instalment sales credit and that changes in real income were associ- 
ated with more than proportional changes in instalment sale credit. 
Real income of the preceding year was also found to be a significant 
factor in explaining demand, but the sensitivity to changes in this 
variable was found to be low. The size of the monthly instalment 
paymeni was also found to play a considerable role in determining 
demand for instalment sales credit. There also appeared to be a 
factor operating over time to depress the use of instalment credit. 

The conclusion was reached that changing credit terms might have 
some effect on the volume of consumer credit, but that these factors 
were of limited importance in determining demand when compared 
with income. Kisselgoff summarizes his work as follows: “These facts 
indicate little promise that cyclical fluctuations in consumer ex- 
penditures can be greatly influenced solely by changes in credit 
terms.”” 

However, the idea of regulation has become so firmly intrenched 


4. Gottfried Haberler, Consumer Instalment Credit and Economic Fluctuations 
(New York: National Bureau of Economic Research, Inc., 1942), p. 175. 


5. Avram Kisselgoff, Factors Affecting the Demand for Consumer Instalment Sales 
Credit (New York: National Bureau of Economic Research, Inc., 1952), p. 60. 
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that he could not close without adding, “Of course this does not 
mean that control of consumer credit might not figure as part of a 
comprehensive program for economic stability which included other 
economic measures beside credit control.’® 

Reavis Cox.—Professor Reavis Cox has studied the economic as- 
pects of consumer credit from the point of view of a marketing man 
and has published his findings in Te Economics of Instalment Buy- 
ing. He stresses the advantages accruing to an individual who uses 
credit in trying to maximize the satisfaction he can get from spending 
his income. He also stresses the effect of instalment buying on sales 
and in turn on production which arises from its use as a sales 
promotion device. He has analyzed the relationship of instalment 
buying to economic fluctuations and concluded that fluctuations in 
aggregate instalment buying must reflect fluctuations in general busi- 
ness rather than initiate them. He feels that instalment credit could 
accentuate the cycle only if a larger percentage of goods was bought 
on credit during the upswing than during the downswing. He finds no 
evidence to substantiate such a shift in the use of credit but un- 
fortunately he does not present any conclusive evidence to back up 
this point. 

Wallace P. Mors.—Professor Wallace P. Mors has analyzed con- 
sumer-credit theories in an article which appeared in two parts in the 
Journal of Business of the University of Chicago under the title, 
“Consumer-Credit Theories—A Historical and Critical Analysis.” 
His approach is basically that of standard economic theory with 
attention directed to a consideration of the relationship of consumer 
credit to real national income under full-employment and under 
underemployment conditions. 

Under full-employment conditions he feels that the classical econ- 
omists were correct in their contention that consumer credit does 
not augment real national income through time. He feels that this 
conclusion must be modified to the extent that energy released by 
using credit to get durable goods sooner than would be possible with- 
out it becomes work time instead of leisure time. A further modifica- 
tion is needed to the extent that consumer credit shifts resources to 
industries peculiarly susceptible to long-run, falling costs. He feels 
that these factors, historically speaking, have been negligible. In all 
events they are of no real consequence when compared with the 
much greater production which would have resulted had the money 
savings been diverted to productive investment. 


6. Ibid. 
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In an economy with periodic periods of underemployment he con- 
cludes that consumer credit increases effective demand during the 
upswing and therefore stimulates production and the money income 
of the factors of production. This effect on total business is cumula- 
tive as the funds are respent just as the effects of an injection of 
business credit are. The process during the downswing is just the 
reverse. Thus consumer-credit fluctuations can reinforce the cycle 
both up and down. The actual importance of such consumer credit 
movements is a matter of controversy, but Mors feels it is probably 
small. The same is true of any effect consumer credit may have had 
in shifting demand between classes of commodities, especially from 
non-durable goods to durables. 

After discussing the effect of traditional controls on consumer 
credit Mors concludes that the countercyclical manipulations of 
credit terms represents another means whereby the monetary authori- 
ties may tackle the job of controlling credit. He feels that it does 
not supplant but rather complements the traditional monetary con- 
trol devices. 


A DIFFERENT APPROACH TO CONSUMER CREDIT 


All of these approaches to consume: credit are based to some 
degree upon an analysis of general economic equilibrium. All of them 
also in some measure relate consumer credit to the spending habits 
and patterns of the consumer. This latter approach has not been de- 
veloped as fully as the former, in part at least because economists 
have until recently done very little toward developing a theory of 
consumer behavior which could be integrated with general equilibrium 
analysis. The idea of balancing marginal satisfactions or of indif- 
ference curve analysis was built into the theory of the firm, but 
neither approach was developed into an explanation which could 
become a part of the framework of macroeconomics. 

In general equilibrium analysis consumption was considered prima- 
rily as a function of income. Relationships to disposable income and 
rates of change in income during past periods, especially the late 
twenties and thirties, and a time factor were used to project con- 
sumption and saving ratios in building economic models. Formulas 
based on such factors indicated much higher rates of saving in the 
post-World War II period than were actually the case. These errors 
led to renewed efforts to explain savings and consumption patterns. 

Theories of consumer behavior which offer some promise of more 
satisfactorily explaining variations in aggregate consumption and 
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saving are being developed by such economists as James S. Duesen- 
berry, Franco Modigliani, Lawrence R. Klein, and others. This 
work should be of interest to the consumer credit field, in part be- 
cause any complete explanation of spending and saving habits must 
include the use of consumer credit. Unfortunately little has been 
done specifically so far to find out how consumer credit affects spend- 
ing and saving patterns. However, savings patterns are closely re- 
lated to the use of consumer credit. Some funds must usually be 
saved to make the necessary down payments and it is of course also 
necessary to save to pay off the debt which has been contracted. 

Furthermore projections of consumer credit based upon past re- 
lationships have fallen wide of the mark just as estimates of savings 
did. We were told until recently that consumer credit could not be too 
high because it was a smaller percentage of disposable personal 
income than it was in 1929 and 1937. When it passed these peaks 
comparisons were made with discretionary income and we were 
again assured that it could go a great deal higher before it reached 
past peaks. Comparison with either base has some logic to it, but 
both fail to explain the present level of consumer credit since it is 
too high on one basis and much too low on the other. Nor do more 
refined comparisons with past relationships such as that of Kissel- 
gofi do much better at the present time. Therefore, the newer ideas 
on consumption and saving will be examined briefly to see if their 
hypothesis and techniques can be adapted to the consumer credit 
field. 

James S. Duesenberry.—Duesenberry argues quite realistically 
that a consumption habit process is built up based on the basic 
physical and social needs which can be satisfied by the acquisition 
of goods or services. A pattern of consumption is tested experimental- 
ly either by actually trying it out or by an imaginary spending 
process and expenditures that are later regretted are changed until 
an expenditure pattern is established in which no outlays are regret- 
ted sufficiently to cause a change in the pattern. This consumption 
pattern does not become so habitual that increases in income are 
saved through habit since contact with new goods and services and 
the drive for a higher standard of living and social recognition lead 
to a continually higher level of consumption. 

Duesenberry analyzes in detail the factors which lead to savings. 
His conclusions are important for our purpose since the decision to 
use consumer credit is related to the decision to save. He has sum- 
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marized his conclusions on the factors determining savings as fol- 
lows: 

1. The aggregate savings ratio is independent of the absolute level of aggregate 
income. 

2. The aggregate savings ratio is dependent on (a) interest rates, (b) the re- 
lation between current and expected future incomes, (c) the distribution of in- 
come, (d) the age distribution of the population, (e) the rate of growth of in- 
come. 


3. Because of the discontinuity in preference functions the aggregate savings 
ratio will be rather insensitive to changes in interest rates, expectations, and 
preference parameters. Large changes in these factors will be required to produce 
substantial changes in the savings ratio. 

4. Cet. Par. the propensity to save of an individual can be regarded as a rising 
function of his percentile position in the income distribution. The parameters 
of that function will change with changes in the shape of the income distribution. 

5. Over the trade cycle the savings ratio is dependent on the ratio of current 
income to previous peak income.* 


Franco Modigliani—Franco Modigliani has reached somewhat 
similar conclusions on the basis of studies of past savings patterns. 
He holds that a distinction must be made between the short-run or 
cyclical marginal propensity to save and the long-run average and 
marginal propensity. As long as real income per capita rises secularly 
the savings-income ratio will not depend on income, but on the rate 
of change in income. The proportion of income saved will tend to 
increase somewhat as the rate of change in income accelerates, but 
on the whole will remain a fairly constant proportion of income. Dur- 
ing the cycle the saving-income ratio tends to fluctuate with income 
falling below the secular level as income declines and rising toward 
it again as income increases.* These conclusions based on studies of 
past income spending and savings patterns in general substantiate 
the hypotheses of Duesenberry. 

Lawrence R. Klein —Lawrence R. Klein has studied the relation- 
ship of consumer liquid assets and debts to savings patterns using 
data from the Federal Reserve Board Survey of Consumer Finances. 
His conclusions are tentative because of the limited size of the 
sample with which he is working and also because it does not include 
non-cash income in its income figures. In order to study the effect 
of liquid assets and debts on savings patterns he has analyzed con- 
sumers by income groups using income deciles. He finds that assets 

7. James S. Duesenberry, Income Saving and the Theory of Consumer Behavior 
(Cambridge, Mass.: Harvard University Press, 1949), pp. 45, 111. 


8. Franco Modigliani, Fluctuations in the Saving-Income Ratio: A Problem in Eco- 
nomic Forecasting in Studies in Income and Wealth, Vol. 11 (New York: National 
Bureau of Economic Research, Inc., 1949), pp. 383, 384. 
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are negatively correlated with savings mainly in the lower income 
groups. On the other hand savings and debt are positively correlated. 
Klein states that even though these data are helpful in explaining 
levels of savings it is necessary to study the consumption patterns of 
durable and non-durable goods as separate categories. In the durable 
goods area he feels that the stock of consumer durables is an im- 
portant variable which must be taken into consideration if the ex- 
planations are to be fully realistic. 


Factors AFFECTING DEMAND FOR CONSUMER CREDIT 


The hypotheses of these newer views on consumer spending and 
saving will be recast so as to include the use of consumer credit. 
Some of the evidence which points to the possibility that such a for- 
mulation of demand for consumer credit is sound will be reviewed. 
Further research is needed in this area and it will no doubt modify 
some of the conclusions tentatively presented. 

In general consumers develop patterns of spending, the use of 
credit for convenience in payment, the use of credit to buy durables, 
and savings. Expenditures on perishables and semidurables become 
habitual to a large extent especially at income levels above sub- 
sistence. So does the use of credit for convenience such as charge 
account credit. Expenditures for durables and the use of credit to 
pay for such durables are based on a complex of psychological and 
financial factors through an experimental process. Consumers so 
adjust patterns of spending for durables, the use of instalment credit, 
and saving until no part of the pattern is regretted sufficiently to 
change it. This adjustment may take place by actually spending in- 
come and using credit, and saving, or may be done by developing 
a budget. In most cases both processes are probably combined. 

The psychological factors which affect the balance between spend- 
ing, saving, and the use of credit have been changing over time. A 
generation and more ago many felt that the use of consumer credit 
was not proper, in fact in some quarters there was a moral stigma 
attached to it. Banks did not feel that it was in their province to 
grant credit to consumers and so new institutions were developed to 
fill the need. As in many new unregulated fields not fully accepted by 
public opinion malpractices were prevalent, and this confirmed many 
in their belief that consumer credit was an evil. 

In the last thirty years consumer credit has become more and 
more accepted as a part of the pattern of consumer behavior and 
high-grade institutions have been developed to supply such credit 
on a competitive basis. However, because of the former situation 
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extreme care must be exercised in using past data on consumer credit 
to explain present levels or predict future behavior. 

Many of the financial factors affecting the use of consumer credit 
have also been changing, such as the pattern of real-income distribu- 
tion. Therefore just as the level of saving is independent of the 
absolute level of income, the level of consumer debt is also independ- 
ent of the absolute level of income. More complex relationships than 
that of consumer credit to disposable income or discretionary income 
are needed to explain the level of consumer debt. 

Some of these factors are the same as those used by Duesenberry 
to explain the level of savings. Some elaboration is desirable, how- 
ever, since different factors affect the use of emergency credit, con- 
venience credit, and instalment credit to buy durables. Emergency 
and convenience credit can be disposed of quickly. Emergency credit 
is not a part of any pattern of consumer behavior, but a safety valve 
for use in emergencies. It behaves countercyclically and probably 
becomes less important in relationship to aggregate real income as 
income rises. Convenience credit moves with disposable income, but 
shows a rising trend. This is due to the greater acceptance of such 
credit by consumers and the expansion of its use by merchants. It is 
part of a long-run trend in our economy to reduce the exchange proc- 
ess to a bookkeeping operation. It has recently been carried further 
in some communities by bank charge plans in which goods can be 
charged at a group of stores, many of which had no charge service 
before, and paid once a month by one check to the bank. 

The heart of the problem is instalment credit for the purchase 
of durable goods. The level of such credit is based on the level of 
sales of durables and on the proportion of durables bought on time 
payments. Sales of durables are based on much the same factors 
Duesenberry uses to explain savings according to studies by the 
Department of Commerce, the Federal Reserve, General Motors, and 
others. These factors are discretionary income, the relationship be- 
tween current income and income in the past year which measures to 
some degree expectations of future income and the rate of growth 
of income which are the factors Duesenberry uses, the pattern of 
distribution of income among spending units, changes in the number 
of spending units, and the stocks of durables on hand. 

The Fortune series on the “Changing American Market” has high- 
lighted some of these factors showing how aggregate expenditure 
patterns have changed as the number of family units in the $4,000- 
to $7,500-income class measured in 1952 dollars has increased 
rapidly since pre-World War II days. Their study on the “Changing 
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Market for Cars” shows that the biggest proportion of income is 
spent on cars in this income bracket and therefore the market for 
cars, and especially for new cars, has expanded rapidly as more 
families have moved into this income group. 

The proportion of durables bought on credit is dependent upon 
the status of the spending unit. This includes such factors as its 
position in the pattern of income distribution. Data are not avail- 
able by percentiles which Duesenberry uses, and only the limited 
data of Klein are available by deciles. However, some data are avail- 
able for the following income groups in the Survey of Consumer 
Finances of the Federal Reserve: 


Under $1,000 $4,000-$4,999 
$1,000-$1,999 $5 ,000-$7 499 
$2 ,000-$2,999 $7,500 and over 


$3,000-$3,999 


In the 1952 survey, for example, the percentage having some debt 
was lowest for the under $1,000 group, went up to 62 per cent in the 
$3,000 to $3,999 group, and stayed at about that level through the 
$5,000 to $7,499 group and then fell off materially in the above 
$7,500 group. Consumer debt is also generally a larger percentage 
of income in the $3,000 to $7,500 group and especially the $3,000 to 
$5,000 group, than it is in higher income groups.’ Also significant 
are family status; married persons have more debt as a rule than 
single persons, those with children under eighteen more than those 
with children over eighteen, and younger persons more than older 
ones. 

Also significant are liquid asset holdings. The relationships which 
Klein found between savings and liquid assets also exist for the 
use of consumer credit as is to be expected. Little data are avail- 
able to study the relationship of consumer credit to the level of other 
debts, but it undoubtedly plays a part and the relationship is prob- 
ably inverse in the lower income groups and direct in higher groups 
as mortgage debt becomes significant. Where the dividing line is, is 
not clear from presently available data. 

Also significant are the size of the down payment, but allowances 
on trade-ins reduces the significance of this factor and makes it all 
but impossible to measure. More significant is the size of the monthly 
payment as shown in the work of Kisselgoff. The cost of credit is 
also a factor to consider. However, just as savings are insensitive to 


9. “1952 Survey of Consumer Finances.” Part III, Federal Reserve Bulletin (Sep- 
tember, 1952), pp. 14-17. 
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minor changes in interest so is the use of consumer credit. Significant 
changes in credit costs make only relatively minor changes in month- 
ly payments and as a result have little effect on the decision to buy 
durables on time. 

Over the course of the business cycle consumer credit fluctuates 
more widely than income. This is due in part to the wider fluctuation 
in the sales of durable goods than non-durable goods. It is also due 
to the greater caution of both grantors and users of credit in a de- 
pression. Also significant, and perhaps of major significance, is the 
change in real income of many families during business cycles which 
shifts them into real-income groups in which larger or smaller 
amounts of credit are used. This is indicated from the Surveys of 
Consumer Finances which show that debt is contracted more 
frequently by a family having an increase in income than by one 
having a decrease; in fact the more substantial the change in income 
the greater the likelihood of consumer debt. There is also a greater 
likelihood of debt when income has declined than when it has re- 
mained stable indicating an attempt to keep up living standards as 
long as possible. This would no doubt not be true in a period of a 
major business decline. 

Summary.—The financial factors affecting the demand for con- 
sumer instalment debt can be summarized as follows: 

1. The level of consumer debt is independent of the absolute level 
of income. 

2. It is based on the demand for durable goods which is based on 
discretionary income, the rate of change in such income, expected 
income, the pattern of income distribution, the age distribution of the 
population, the stocks of durables on hand, and similar factors. 

3. The proportion of durables bought on credit is based on the 
income status of the spending unit, the family status, holdings of 
liquid assets, and the level of other debts. 

4. Also significant are the size of the down payment, the size of 
the instalments, and credit charges. 

5. Because of the large amounts involved in most purchases of 
durable goods in relationship to credit costs the use of credit will 
be rather insensitive to changes in credit costs. 

6. The propensity to use credit rises as income rises, but at upper 
middle income levels it stabilizes and then declines. This pattern is 
likely to change with changes in the shape of the income distribution. 

7. The use of consumer credit will change during the business 
cycle in part because both grantors and users of credit become more 
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cautious but primarily because changes in real income shift families 
into real income groups in which different amounts of credit are used. 


IMPLICATIONS FOR CREDIT REGULATION PoLicy 


Such a formulation of the factors determining the use of consumer 
credit has some implications in the credit regulation field. The basic 
idea behind regulation has been that consumer credit fluctuations 
are greater than those in income because consumers use more credit 
as the upswing of the cycle develops. However, if as the upturn in 
business progresses more credit is used in the aggregate because 
families are moving into higher income groups and getting into a 
position to buy durables on instalments, it would hardly be fair to 
make such purchases impossible by more rigorous terms on down 
payments and monthly payments or by higher charges. 

In a free enterprise economy such unfair treatment of some in- 
dividuals cannot be condoned as a method of regulating the freer 
granting of credit by others. To the extent that this is a problem it 
is more properly a field for self-regulation by those in the business, 
and by the banks and investors which supply them funds. These can 
become effective when the total volume of credit in the economy is 
controlled by the Federal Reserve. In rolling adjustments such as we 
have had in the postwar period, the regulation of consumer credit 
could be especially serious. It would interfere with consumer adjust- 
ments in their expenditure patterns and thus could turn the rolling 
adjustment into a serious downturn. Consumer credit regulation 
should not be accepted as a desirable part of public policy because 
of studies based upon the relationships of consumer credit to income 
in the aggregate. The use of credit based on inc-me groups, family 
status, and the like should be fully explored so th... any policy in this 
area may take all factors into consideration. 








NORMS FOR DEBT LEVELS 


J. FreD WEsTON* 


University of California, Los Angeles 


DISCUSSIONS OF DEBT levels are perennials. They illustrate two dis- 
tinct points of view. On the one hand, there is a belief that consumer 
debt has risen to a dangerous level, that corporate debt financing 
has been excessive, and that corporate debt levels raise grave doubts 
for the future stability of business. On the other hand, confidence 
is expressed that debt levels are modest, that they have had a healthy 
influence on the economy, and that further increases would be 
desirable. 

This divergence arises from two major considerations:' (1) The 
two categories mentioned above use different variables in their analy- 
sis. Those who are pessimistic about debt levels employ absolute or 
relative historical norms considering only debt and disposable in- 
come. The optimists, though they also rely on historical standards, 
bring in additional variables such as liquid assets, savings, and dis- 
cretionary income. (2) The criteria employed in evaluations of 
observed data are not completely formulated. The implicit norms 
which are applied are neither set out clearly nor defended 
adequately. 

This paper will not add to the numerous existing appraisals and 
discussions of current debt levels. Instead of dealing with a particu- 
lar set of facts, it will seek to develop principles and methods of 
analysis, applicable to a wide variety of situations. 


I. PoINts OF REFERENCE 


Norms for debt levels may be analyzed from the standpoint of 
the major categories of debtors, namely, households, business firms, 
and government. Public debt is omitted from this discussion because 
it involves special considerations. Contrary to the usual procedure, 
this paper will treat the two forms of private debt together so that, 

*I have benefited from discussions with Karl Brunner, Frank E. Norton, and Robert 


M. Williams. I am grateful to the Bureau of Business and Economic Research, Uni- 
versity of California, Los Angeles, for research assistance. 

1. The basic reason for the difficulties is that the topic requires a theory of balance 
sheet composition for firms and individuals under uncertainty. We do not have such 
a theory. Without addressing itself directly to the development of such a theory, this 
paper will suggest the nature of the problem and indicate the important variables. 
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by comparison and contrast, features not otherwise discernible may 
be more readily perceived. 

Three points of reference are useful in analyzing the debt of firms 
and households: (1) motivation for incurring debt; (2) measures 
for testing potential insolvency; (3) the effect of debt on general 
economic conditions. 

This discussion presupposes a particular kind of social policy 
framework. The appropriateness of debt levels is clearly dependent 
upon the monetary-fiscal environment. If the governinent is willing 
to take the necessary steps, no level of aggregate debt of individuals 
or firms is unsound. Requisite monetary-fiscal policy will maintain 
solvency regardless of the debt level and may, if the government is 
willing to subsidize consumption or investment sufficiently, stimulate 
increases in debt beyond ability to repay under a less favorable 
public policy. This paper postulates no serious departure from the 
monetary-fiscal policy which has been evolving in recent years. 


II. REAsoNs For DEBT 


A firm incurs debt in order to increase its net income. The extent 
to which this is feasible or desirable is a function of the factors 
treated in the well-known discussions of trading on the equity. A 
firm may borrow so long as incremental returns from borrowing 
exceed incremental costs of borrowing, taking into account the addi- 
tional risks that may be involved by incurring more debt. 

The household or the individual uses debt in order to redistribute, . 
purchasing power over time so as to maximize satisfactions over 
time.” More than this, consumer credit doubtless increases the total 
amount of consumer durables the individual will be able to buy by 
decreasing the required down payment. (It is therefore likely to 
decrease the total amount of consumer non-durables purchased, 
unless consumer credit results in decreases in savings or increases 
in the average level of real output.) 

It is sometimes argued that definite criteria on the limits of debt 
may be established for firms but not for individuals. This seems a 
question-begging distinction. Fundamentally, it depends upon the 
extent to which the firm, as contrasted with the consumer, follows 
rational procedures in formulating decisions to incur debt. This 
leads to consideration of the tests for determining the limits of debt 
for firms or individuals. 

2. Our discussion of consumer debt includes by implication all forms of consumer 
debt. Although the special characteristics of housing mortgage debt will not be treated 


in detail, most of the principles stated with reference to consumer debt in general are 
equally applicable in this area. 
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III. Posstste INSOLVENCY TESTS 


With potential insolvency the criterion, what are the limitations 
on borrowing by the individual firm? Insolvency may be defined in 
many ways. A solvent establishment, in the present context, is one 
that has the ability to meet debt interest and repayment obligations 
with cash as they come due. We are all familiar with the proposition 
that the firm may incur debt to the point where discounted long-run 
expected net income (its present worth) is maximized. But incur- 
ring more debt to achieve greater leverage involves greater risk of 
insolvency. Financial embarrassment may necessitate forced liqui- 
dation of assets which will aggravate losses or lead to loss of control 
by the firm’s owners.* From the standpoint of the economy, such 
enforced liquidation may reinforce a business cycle contraction. 

The traditional rules-of-thumb set forth in investment and cor- 
porate finance books emphasize such relationships as (1) coverage 
of earnings over fixed charges, (2) the ratio of income (before taxes) 
to debt, and (3) the ratio of debt to total assets. They are often 
criticized as arbitrary, since their empirical or logical basis is not 
usually established with clarity or persuasivenes. However, the con- 
ventional norms can be rationalized when the behavior of individual 
firms is related to uncertainty. Given uncertainty, it is not possible / 
to develop definitive rules of action as a rational basis for decision 
making. Because of the inability to predict when the future is un- 
certain, norms are developed and utilized on a semiroutine basis. 
The conventional norms, therefore, as a composite of experience 
and judgment, serve as guides for action in the face of uncertainty. 
Safety margins in connection with norms for debt levels are neces- 
sary to forestall errors resulting from applying to current develop- 
ments standards appropriate to past situations. The uses and limita- 
tions of traditional rules-of-thumb should therefore be apparent. 

Another source of guidance is historical comparison, either on an 
absolute or relative basis. The absolute historical norm is exemplli- 
fied by the statement, “Consumer debt must never exceed $25 bil- 
lion.” Absolute standards are usually without validity since they do 
not allow for growth in the economy and its components. 

Historical ratios suggest several meaningful questions. How do 
present ratios compare with past ones? What is the trend of financial 
ratios? Although historical standards may have some validity as a 

3. Another possible disadvantage of very high debt-equity ratios is the inability or 
unwillingness of the firm to borrow further in order to finance additional real in- 


vestment. Insufficient business investment may be a contributory financial factor in 
the slackening of a boom. 
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point of departure, they should be applied with caution. What has 
been good in the past is not necessarily good now; in fact, there 
must be explicit recognition of changed conditions, as well as con- 
sideration of qualitative factors. 

Comparison of ratios for the firm with ratios for the industry is 
another method of financial analysis. Such a comparison implies 
that a firm as good as the industry average has a satisfactory level 
of debt, judged by the insolvency criterion. This is hardly an ade- 
quate test, however. Some firms are certain to be worse than the in- 
dustry average, while others are better, for the norm is derived from 
data for the industry as a whole. Furthermore, the behavior of the 
ratios for the industry as a whole may be unsatisfactory. 

Each of the foregoing tests has deficiencies. A more valid basis for 
determining the limits of debt for a firm is a cash budget analysis 
over an appropriate time horizon. This necessitates consideration of 
the entire balance sheet position with special emphasis on the firm’s 
liquidity position, the projected conversion of assets into cash, and 
the scheduled maturity of obligations. The firm’s capital budget plan 
wiil provide additional data. The cash flow analysis must include all 
revenues and expenses, whether or not they are related to the par- 
ticular kind of debt. Both the present cash position in its entirety 
and prospective changes must be considered. 

A cash budget analysis, because it represents a projection into the 
future, is necessarily a forecast. Such a forecast will be heavily de- 
pendent, among other things, upon the general level of business ac- 
tivity and the sensitivity of the firm or industry to fluctuations in 
that level. The projection is therefore likely to be the product of 
estimates and judgments. In the face of these uncertainties, margin 
of safety factors will doubtless be employed. 

Although it is not possible to promulgate fixed tests as norms for 
evaluating levels of debt for the individual firm, some bases for 
judgment of the appropriateness of debt levels may be established. 

1. Traditional and historical standards serve as a starting point. 
Since these standards represent experience with respect to highly 
uncertain movements, only very persuasive reasons will justify de- 
parture from them. 

2. More important than historical movements in debt levels, as 
such, is a close analysis of the timing of changes. As the cyclical peak 
in the level of business activity is approached, the firm should shift 
from debt to equity funds. The timing problem here is difficult. For- 
merly the movement of relative prices of equity funds and debt 
funds provided guidance. Near the peak in business activity, stock 
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prices attained highs so that the cost of equity financing was rela- 
tively low. But the historical patterns in the relative costs of equity 
and debt funds appear to have changed. The changed structure of 
taxes and the great shift in the flow of funds through institutions 
supply at least a partial explanation. However, the concept is still 
useful if emphasis is placed less on the absolute magnitude of the 
difference between costs of equity funds and debt funds than on the 
changes in their relative costs through time. If the relative terms of 
trade of debt and equity funds change, financial managers may be 
guided in shifting from debt to equity funds and vice versa. How- 
ever, such a decision should not be made on narrow mechanical 
grounds. For a balanced judgement a large amount of other cyclical 
information must be taken into consideration. 

3. While traditional standards and timing considerations are help- 
ful, the factor of uncertainty requires that safety margins must also 
enter into decisions to incur debt. For example, the greater the 
fluctuations in the sales or net income of the firm, the larger is the 
safety margin for the use of debt, and the smaller should be the 
debt/equity ratio at any time. Whenever income or cash flow figures 
are used, the data should cover an extended period including years 
of adverse experience for the firm. Trend movements should also be 
considered. 

4. The fourth ingedient for making decisions as to the appropri- 
ate level of debt is a cash budget analysis. This alone provides a 
definite answer, but even here, in the face of uncertainty, judgment 
must be exercised. 

Tests for limits of debt for the individual person parallel those 
for the firm. His entire balance sheet position as well as his prospec- 
tive income and cash flow must be considered. It is clear that the 
capacity of an individual to pay interest charges on debt and to 
make repayments when due is related to his income. Income avail- 
able for meeting debt obligations must be net after deduction of an 
amount to cover the individual’s psychological subsistence level. 
This will vary from person to person in accordance with his system 
of preferences. 

The balance sheet position of the individual also affects his ability 
to incur obligations. Central in importance is his asset position. The 
vital role of liquid assets is linked with uncertainty. The individual 
must have some margin of safety in comparing debt obligations with 
his flow of money income. This flow is subject to unpredictable vari- 
ations. The function of his liquidity position is to enable him to 
draw on liquid assets to pay off obligations when his income or cash 
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flow is interrupted. The assets represent an emergency fund upon 
which he can draw if his expectations of future income or cash are 
disappointed. 

Norms for debt of individuals or households cannot be specified 
as fixed rules of the traditional type. The relationships of debt to in- 
come, debt to net worth or to the total asset position, debt to liquidi- 
ty position, debt charges to disposable income, and debt charges to 
discretionary income are inadequate guides. What is required is a 
cash budget projection. Estimates of future flows of cash income 
must be compared with expected cash obligations. Again, in view of 
the extended time horizon, uncertainty must be taken into account. 
This requires protective strategies bv the individual as by the firm, 
and the use of margin of safety factors. Ultimate decisions neces- 
sarily rest on judgments about the future as it may impinge upon the 
individual situation. 


IV. Norms FoR AGGREGATE DEBT POSITIONS 


A cash budget analysis of the type recommended for individual 
firms or households is probably not feasible for aggregates. The re- 
quired data would not be available, nor would the requisite per- 
spective for formulating the necessary judgments be obtainable. 

Are there any other tests which would determine whether debt 
levels for firms of households in the aggregate are too high, too low, 
or appropriate? Some of the characteristic tests are: (1) absolute 
levels of debt, (2) debt to equity ratios, (3) interest plus debt re- 
payments to disposable income, and (4) interest and debt repay- 
ments to income available for such purposes, or discretionary 
income. 

What criteria may be used to evaluate the findings of these tests? 
Ordinarily, the soundness of debt is judged by comparing present 
levels with previous levels. But here the major difficulty lies in the 
problem of ascertaining whether the debt level relationship at any 
prior time was sound or appropriate to that particular economic 
period. Special circumstances in the earlier period may have offset 
any undesirable or harmful effects of the level of debt. Conditions 
in the two time periods under comparison may be substantially dif- 
ferent. For example, to use the twenties as a criterion is to make a 
comparison with a period in which the range, number, and role of 
consumer durables in the household economy were much smaller 
than they are today. 

Historical standards appear to be deficient as norms. But, as in 
the case of norms for individuals, they may serve as a starting point. 
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However, many additional factors enter into the formulation of de- 
pendable conclusions from historical norms. 

First, a special danger lurks in the aggregative approach. More 
important than total debt may be its distribution. Large debt in- 
creases may be concentrated among small or growing firms. With 
respect to consumers, debt may be heavy for families in the rela- 
tively lower income groups or in the initial process of formation. 
Thus appropriate levels of debt are related to the life cycle of the 
firm or the consumer household. Ratios of debt to income in the 
aggregate may conceal extreme situations among segments of the 
whole. Thus, evaluation of over-all debt levels must take into account 
(1) distribution of the debt, (2) distribution of income, (3) distri- 
bution of total assets, (4) distribution of liquid assets, and 
(5) distribution of net worths. 

Second, both static and dynamic behavior must be considered. 
Changes in these items and their rates of change must also be ana- 
lyzed to provide a basis for judgments on the soundness of the level 
of debt, its distribution, and its behavior over time. 

Third, changes in underlying economic relationships are impor- 
tant. In connection with consumer debt, the factors significantly 
affecting debt levels are: (1) the kinds, numbers, and availability 
of consumer durable goods; (2) the unit values of these items; 
(3) the number of family units and the rate of family formation 
and growth; (4) the number of dwelling units and their rate of in- 
crease; and (5) movements in the general level of prices as well as 
relevant changes in the price structure. All of these will affect the 
meaningfulness of aggregate figures on the level of consumer debt. 

Three basic economic factors influence the appropriateness of 
levels of business debt. 

1. The relative prices of debt versus equity financing deserve 
consideration if the magnitude of changes in these prices is appre- 
ciable. Changes in tax rates affect the comparative advantage of 
alternative forms of financing. Prospective cyclical and secular 
price level movements are also important. 

2. Changes in contract arrangements may alter the significance 
of debt levels. Debt geared to the level of activity of firms, as in the 
development of receivables, inventory, and equipment financing, 
may be less dangerous than the traditional 60-90 day renewable 
bank loans. The introduction of more systematic amortization prac- 
tices, directly and through sinking funds, provides for gradual re- 
payment of debt. This is an item of amelioration in judging debt 
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levels. However, the fact remains that at any particular time the 
amount of debt owed by a firm is what it is, regardless of whether 
gradual amortization has been taking place. Furthermore, since 
amortization is keyed to expected incomes, it may lead to consider- 
able embarrassment if overoptimistic anticipations have led to 
amortization schedules which prove unrealistic in the face of sub- 
stantial declines in income. 

3. The expected frequency and severity of changes in the level of 
general business activity are factors oi overriding importance. If 
gross national product fluctuates, the income of firms and house- 
holds will likewise fluctuate, in varying degrees. A level of debt 
appropriate for the firm or household, if a GNP of $375 billion is 
projected for the relevant time period, may be completely inappro- 
priate if a GNP of $300 billion is projected. This works in both di- 
rections. If debt is related to current GNP at extremely high levels, 
the comparison may be invalid because a cyclical decline would 
make such levels of debt burdensome. On the other hand, projection 
of a high and continuous increase in GNP may necessitate raising 
historical norms. 

The evaluation of debt levels from an aggregate standpoint may 
also take the lender’s point of view. The lender faces a similar 
problem in judging the soundness of any specified level of debt. A 
useful proxy rule of action may be suggested for lenders. As the 
level of business activity improves, lenders should apply increas- 
ingly higher credit standards; +s business levels deteriorate, credit 
standards may be relaxed. The application of tighter credit stand- 
ards when business improves will protect the lender from overex- 
tending himself, from making commitments in debt which later may 
not be repaid. It may also save would-be borrowers from their folly. 
Furthermore, it provides a margin of safety factor by countering 
with this longer-view strategy the danger of overoptimistic evalua- 
tion of current earnings and current sales prospects. 

As evident from the foregoing, it is not possible by reference to 
certain ratios or levels of ratios to state whether the aggregate of 
business or household debt is too high, too low, or just right. Any 
such evaluation must be the product of reasoned judgments, reflect- 
ing a large number of variables of the type discussed above. Crucial 
considerations are the distribution of debt and the prospective level 
of income and employment. This brings us to the final criterion for 
judging debt levels. 
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V. Economic EFFEcts oF CHANGES IN Dest LEVELS 


Movements in debt levels, rather than debt levels themselves, 
are the significant aspect of the problem. Changes in both business 
debt and consumer debt are likely to be related to changes in the 
money supply, to changes in the amount of spending, and hence to 
changes in the level of effective demand. The relevant criterion for 
evaluating changes in the level of debt is the appropriateness, in 
view of business developments, of the consequent changes in the 
level of aggregate demand. 

The impact of debt may be measured by changes in the amount 
of debt extended, in net outstandings, or in the net change in out- 
standings. Changes in effective demand are related to all three of 
these measures of debt activity. The net influence depends upon the 
spending effect of increases in debt, compared with the contractive 
influence of repayments, as well as upon assumptions about other 
relevant economic variables such as savings ratios.‘ 

Several propositions can be established: 

1. Increases in debt are likely to increase real income, because 
they are generally associated with increases in the money supply, 
quantity and/or velocity, and with increases in effective demand.° 
This is the justification for the use of debt from the social standpoint. 

2. Increases in debt, after full employment levels have been 
reached, will increase money income but not real income. When 
money income increases, but real income has reached its maximum, 
price rises take place. This is the basis, from the social standpoint, 
for control of debt expansion. 

3. The higher the absolute level to which debt rises, the greater 
will be the probable contractive influence when the rate of increase 
in new commitments declines. This is illustrated by data for the 
first eight time periods of Table 1 and Chart I. Thus, even if they 
do not contribute to inflation, increases in debt may increase poten- 

4. For an excellent analysis of these issues see the forthcoming study by Harold G. 


Halcrow, Neil H. Jacoby, and Raymond J. Saulnier, Federal Programs of Lending, 
Loan Insurance and Loan Guarantees (National Bureau of Economic Research). 


5. It is acknowledged that all debt increases are not associated with increases in the 
money supply or with increases in aggregate demand. The transfer function of debt 
must be recognized. In this connection, the increased role of insurance companies in 
business debt financing may imply that debt level changes are less aggravating in their 
effect on the money supply than they may have been in the late twenties, for ex- 
ample. On the other hand, the increased significance of the insurance companies may 
mean that equity financing is not as attractive as it has been in the past. While debt 
may not be so aggravating an influence as it was in the late twenties, it was not used 
as extensively then as it may be in the future because of the circumstances which 
themselves have given rise to the increased importance of insurance companies in the 
money market. 
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tial instability. But reduction of debt at less than full employment 
levels lowers the average level of real income over the cycle. Thus 
the higher average real income attained through debt increases is 
gained at the cost of greater potential instability. 

4. The greater the rate of change in increases in debt levels, the 
greater is the stimulating influence of debt on spending and money 
income. A decrease in the rate of change in increases in debt levels 
will have a contractive influence. This is shown in time periods 9 to 
16 of Table 1 and Chart I. It is also illustrated by actual data for 
the last six months of 1953. Increases in real income may be pur- 
chased at the cost of increased potential instability. A prospective 
decrease in the rate of increase in debt levels creates a public policy 
problem by requiring offsets to the contractive influence, if the levels 
of income, output, and employment are to be maintained. Not only 
is the potential instability increased, but the difficulty of forecast- 
ing and timing appropriate public policies is aggravated. 

A final point in the consideration of movements in the over-all 
level of debt is the assertion that the soundness of each individual 


TABLE 1 
RELATIONSHIP BETWEEN DEBT EXTENDED 
AND CHANGES IN DEBT OUTSTANDING 


(1) (2) (3) (4) (5) (6) (7) 


Changes in Changes in Rate of 
Time Debt Extinguish- Debt Debt Outstandings Change in 
Period Extended ments (Drain Outstanding Extended (Change in Outstandings 
(Gross Effect) (Net Stock) (Rate of Net Stock) (Rate of 
Flow) Change in Changes in 
Flows) Net Stock) 
20 
1 12 10 22 ar 2 ; 
es 12 11 23 0 1 (1) 
3 12 11.5 23.5 0 a ( .5) 
+ 12 11.8 23.7 0 ie { ae 
30 
5 12 15 27 ae (3) 
6 12 13.5 25.5 0 (1.5) 3.35 
7 12 12.8 24.7 0 ( .8) 7 
8 12 12.4 24.3 0 ( .4) 4 
20 
ae 10 10 20 a 0 
10. . 12 10 22 = 2 2 
_- 15 11 26 3 4 2 
ae 19 13 32 4 6 2 
13.. 24 16 40 5 8 2 
14.. - 20 45 1 5 (3) 
Be... 26 22.5 48.5 1 3.5 (1.5) 
ee : 27 24.7 50.8 1 y (1.2) 


Source: Assumed. 
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loan guarantees soundness for the aggregate. This is set forth in a 
recent annual report of a finance company: 


There is an old axiom that the strength of the whole is dependent upon the 
strength of its parts. Similarly, the strength of consumer credit depends upon the 
soundness of the credit in each individual loan. 

So long as we continue to select our borrowers with prudence, and other lenders 
do likewise, the national total of consumer credit will remain sound, adding strength 


to our economy. This policy, in short, will forestall any overextension of consumer 
credit. 


But what may be a sound individual loan, from the viewpoint of 
an individual lender, may be quite unsound from the standpoint, for 
example, of its impact upon the economy as a whole. Indeed, the 


CHART I 
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subsequent readjustments that an inflationary overextension of in- 
dividual consumer credit might cause will make the individual credits 
themselves unsound. What is true for the part is by no means neces- 
sariiv true for the aggregate. 

The statement also fails to distinguish between two aspects of 
aggregate debt—its total and its composition. The composition of a 
given total may be appropriate, while the total itself may be ex- 
cessive. However, the soundness of the composition may indeed be 
dependent upon the debt total.® 


CoNCLUSIONS 


The formulation of appropriate debt levels for business firms or 
individuals is essentially a matter of cash flows. Since it also depends 
upon projections into the future, a forecast is required. Since the fore- 
cast must be made in the face of uncertainty, judgment must be 
exercised. 

The traditional, historical standards for debt levels are based 
primarily on balance sheet data. The times-fixed-charges standard 
takes income data into account, but even this is incomplete because 
casn flows are the relevant factor. The balance sheet and income 
statement standards are used as proxies for cash flow projections. 
However, they are inadequate substitutes which cannot be used 
without exercise of considerable judgment. 

The important consideration is not absolute debt levels so much 
as movements in the levels. These changes are related to changes in 
spenaing and effective demand. 

If the rate of change in debt outstandings increases and then de- 
chines, there will be a stimulating and then a contracting influence 
on tne level of effective demand. Hence the rate of change in debt 
outstandings is an important variable. Debt leveis are mainly sig- 
nificant in that the higher the level at any point in the cycle, the 
greater the contractive effect, other things being equal, if new ex- 
tensions of debt begin to level off. 

The criteria here specified for debt control measures are actually 
price movement and income data. The prescription is not debt con- 
trol as such, but demand control. These criteria do not judge the 
sounaness of an existing volume of debt from the unit or aggregate 
solvency stability viewpoint. It is not possible to do so directly. 
Proxy indicia may be employed, but they have only evidential value 
and do not provide conclusive answers. 

6. A thorough analysis of the Survey of Consumer Finances data with particular 


reterence to the distribution of consumer debt by income, asset, and net worth cate- 
gories might help to determine whether individual loan decisions have been sound. 








PROBABLE IMPACT OF ATOMIC ENERGY ON 
ELECTRIC PUBLIC UTILITY SECURITIES* 


Evprep H. Scott 
The Detroit Edison Company 


THE WELTER OF HEADLINES heralding this new source of heat energy 
released by nuclear fission has raised many questions affecting the 
future of electric utilities. The potentials afforded by the prospect 
of generating electricity from atomic energy must be causing the 
portfolio managers of our large insurance companies to pause and 
reflect on the future value of their electric utility investments. Are 
they about to lose their traditional market stability? Are their con- 
clusions based on the trend of past results likely to be upset by 
unexpected developments? 

If they happen to remember that, unlike coal gas or petroleum, 
electricity is a form and not a source of energy their fears will be 
allayed. The quantity of information now available on the scientific 
and engineering problems of nuclear power is monumental. It is, in 
fact, fast becoming repetitious while awaiting the building and opera- 
tion of a commercial reactor. 

The Joint Committee on Atomic Energy of the United States has 
pubilshed two volumes of 649 and 415 pages entitled, Atomic Power 
and Private Enterprise. The articles, speeches, and reports generally 
cover the problems of research and development, the economics of 
design, construction, and operation of atomic power plants, the 
ownership of raw materials, the patent situation, and the safety of 
personnel. 

Much has been heard from the physicist, the chemist, the engineer, 
the politician, government administrators, etc., but little has been 
heard from investment people on the over-all financial aspects as 
they affect electric utility securities outstanding and to be out- 
standing. 

Coupled with the availability of all this published information, the 
recent statements by responsible government authorities that other 
nations, friendly and unfriendly, are getting ahead of us on industrial 

*This paper by Eldred H. Scott and the following two, by Ben B. Sutton and 
James J. O’Leary, were presented at a meeting of the American Finance Association 


in Washington, D.C., on December 30, 1953. The program was under the chairman- 
ship of Harold G. Fraine, University of Wisconsin. 
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applications greatly arouses one’s curiosity as to just what classified 
atomic information is available to those “cleared” by the F.B.I. An 
address by U.S. Atomic Energy Commissioner, Thomas E. Murray, 
early this month encouraged me in the preparation of this article 
which I had approached with much trepidation. His general theme 
was not to leave atomic energy to the expert which he defined as 
“one who avoids the small errors as he sweeps on to the grand 
fallacy.” 


AN HypoTHEsIs OF LOWERED Costs FROM NUCLEAR POWER 


The purposes of this paper are served if we assume that electricity 
from nuclear power will be generated at less cost than by the use 
of other fuels. If it turns out differently we can be sure that there 
will be little, if any, effect on the securities of electric utilities. The 
only loss would be the amounts now being spent on research and de- 
velopment. (The assets of the eighteen electric power systems in the 
Dow Chemical—Detroit Edison group total over $8 billion.) 

Nuclear power, if and when it can be used to generate electric 
power economically, will merely provide a new form of fuel. The 
reactor can replace only the boiler portion of thermal generating 
stations. The existing steam turbo-generators, transmission and dis- 
tribution systems will still be necessary. 

The hypothesis of decreased generating costs, however minute or 
considerable, greatly simplifies our approach. To date, no one can 
say what the final comparative results will be. 

A conventional power plant costs in the neighborhood of $160 per 
kilowatt of capability today. Most estimates of generating cost arrive 
at about 7 mills per kilowatthour as typical for the whole country. 
This includes all fixed charges. In the reactor field estimates have 
been as high as $850 per kilowatt of capability. Even assuming great- 
ly reduced fuel costs, few studies have come near the $300 per kilo- 
watt believed necessary to make nuclear power competitive. 


DATA ON THE FINANCIAL AREAS OF COMPETITION BETWEEN 
NUCLEAR POWER AND CONVENTIONAL FUELS 


The electric industry has always been pegged as a high-capital- 
slow-turnover industry. The introduction of nuclear power with 
characteristics of higher capital outlays and lower fuel cost would 
be certain to accentuate this trait. Thus, we who are interested in 
the financial end of the business can be certain that there will be 
relatively more securities outstanding. Our analysis indicates that 
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the owners of presently outstanding securities have little to fear from 
the application of nuclear power. 

To date it has not even been suggested that nuclear power can be 
used directly at the consumers’ premises. There has been some 
thought that perhaps some day a large industrial customer might 
find it economically feasible to have his own installation. Thus, our 
thinking for perhaps decades to come must be prosaically confined 
to a central station setup with the conventional steam turbine and 
generator. The only change brought about by the introduction of 
nuclear power would appear in the boiler room and fuel-handling 
facilities. 

With this thought in mind let us look at the composite balance 
sheet and income statement of the whole electric industry to appraise 
this area of competition between nuclear power and the fuels in 
present-day usage. 

COMPOSITE BALANCE SHEET (1952) 
ELECTRIC UTILITIES IN THE UNITED STATES 
ASSETS 
Probable Change 


Percentage with Nuclear 


of Total Power 








Boiler Plant Equipment $ 2,405,861 ,000 8.1% Up Considerably 
Other steam production plant 4,089, 163 ,000 83.7 No Change 
Hydraulic and internal combustion 
plant 1,895,753 ,000 6.3 No Change 
Total electric production plant $ 8,390,777 ,000 ;, 
Transmission and distribution plant 11,861,014,000 40.0 No Change 
General and other electric plant 2,715,159 ,000 9.2 No Change 
Total electric utility plant $22 ,966 950,000 
Other assets including other utility 
plant 6,719, 231,000 22.4 No Change 
Total assets $29 ,686, 181,000 100.0 


LIABILITIES 


$11,396 ,028 ,000 
10,809 , 393 000 
5, 105, 588 ,000 
2,375, 172,000 


Capital stock and surplus... 
Long-term debt...... 
Depreciation reserve 
Other reserves and liabilities 


Total liabilities $29 , 686, 181,000 


Since this is a session called to consider the financial problems of 
insurance companies the liability side of the utility balance sheet 
is also presented. Holdings of these securities are, of course, one of 
the principal assets of the insurance companies. This balance sheet 
shows a good quantative relationship with about a 50 per cent debt 
ratio. It will also be noted that the Boiler Plant Equipment account, 
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the only account affected by the introduction of nuclear power, is 
covered 44 times by the Equity account. 

If we assume that the primary aim of the bond purchaser is to 
avoid trouble rather than to protect himself in case of trouble, the 
introduction of any cost-reducing device should give him more 
security even if it does involve some write-offs in the property back 
of his lien. Thus, the enterprise is operated more efficiently and his 
claim against the business as a whole is strengthened. A mortgage 
lien can never be entirely independent of the success of the business 
itself. 


COMPOSITE INCOME STATEMENT (1952) 
ELECTRIC UTILITIES IN THE UNITED STATES 


Probable Change 


Percentage of under Nuclear 
Revenues Power 
Utility revenue.................. $6,549, 164,000 100.0% Up 
Steam Power Expense-Fuel....... 906 , 178 ,000 13.8 Down—approach- 
ing zero 

Steam Power Expense—Other..... 316,745,000 4.8 Up considerably? 
All other operating expense........ 2,203,782,000 33.6 No change 
re oer 562 ,448 ,000 8.6 Up 
ae cl geerciitt Sa ear eee 1,345, 144,000 20.6 Up 
Available for interest and dividends 

and reinvestment.............. 1,214,867 ,000 18.6 Up 


AREA OF Cost ReEpucTION Is LIMITED 


Under the most ideal conditions which can be premised today, 
the elimnation of all fuel cost defines the maximum limit of savings 
presently conceivable. If we disregard the seemingly certain higher 
fixed charges, the foregoing income statement shows the maximum 
area of cost reduction to be about 14 per cent of revenues. 

The impact of nuclear power on the domestic and small com- 
mercial classes can never be of much moment because so much of 
their costs are allocated to transmission, distribution, and customer 
service expenses. They pay about 3 cents for a kilowatthour of energy 
of which about one-half cent is the actual cost of fuel. A saving 
of a few mills would probably have little effect under today’s 
usages. 


Is Tu1s Just ANOTHER ROUTINE Cost REDUCTION? 


If we were to trace the background of most utility executives, we 
would see that the power plant operators have always been in the 
forefront of the electric industry although their bailiwick represent- 
ed less than one-third of the investment and operating costs. Perhaps 
this is because power generation is rather glamorous and their per- 
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formance and properties lend themselves to more precise and com- 
parative measurement than the other branches of the business with 
their minuscule parts. 

Due mainly to rapid expansion, characterized by doubling its out- 
put every ten years, electric power people have had to keep closely 
in touch with all new developments. In order to hold down costs and 
be competitive, they have had to patricipate jointly with each other 
and the manufacturers in promoting advances in technology. There 
are over sixty active committees in our trade associations which cover 
all phases of operation. These committees usually meet about three 
times a year and one of their main objectives is the reduction of 
costs. Already there are several committees active in this new field 
of nuclear power. 

In order to paint the backdrop for this new source of energy, I 
asked our power plant design engineers to give me a briefing on 
their cost reduction progress and developments over the years. 
Table 1 gives a summary of their report. 


TABLE 1 


POWER PLANT COST REDUCTION PROGRESS 


Imn edi ite 
1900 1925 1953 Future 


Conservation of fuel—pounds of coal per kwhr 

(based on 11,700 Btu per pound) 5.20 1.40 17 72 
Conservation of engineering materials (pounds 

of material per kw of generator capability) 79 18 14 13 
Steam pressure (Psig.) . ithe a 110 400 2000 4500 
Steam temperature (degrees F.) 350 700 1050 1150 
Larger size individual units (kw) 50 40 ,000 260,000 
Greater usage of equipment (utilization fac- 

tor). idee 36% 51% 56% 


Continuous technical improvements have lowered both costs and 
prices but even now the most efficient steam plants convert only 
about 38 per cent of the heat in the fuel into electric power. There 
has been much talk that conventional steam units may be approach- 
ing the practical economic limits of efficiency. It is thus little wonder 
that our power plant design engineers and graduate executives have 
seized upon atomic energy to meet this challenge to their record of 
continuous routine cost reduction. 


SuNK CapITAL Costs ARE IMPORTANT TO EXISTING INVESTORS 


The atomic furor and studies have been almost exclusively over 
the plant of the future. Our insurance company friends are prudently 
more concerned over the plant today which forms the security back 
of their present large holdings of electric utility debt. The problem of 
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investing or not investing in the nuclear plant of the future can be 
solved when, as, and if an offering of this type is ever made. 

The consideration of past or “sunk” costs gives the investor added 
assurance that nuclear power vill never be able to actually replace 
the conventional plant except as it wears out, or maintenance and 
operating costs become prohibitive due to the age of the equip- 
ment. A change-over would only be feasible if the non-fixed or vari- 
able costs of the conventional fuel plant exceeded the total costs of 
the nuclear plant. 


Can Utitities RECOVER Property Loss From CUSTOMERS? 


The handling of superseded and obsolete plants for rate-making 
purposes has long been a problem with gas and telephone companies. 
In the electrical industry the advancement in the art has been steady 
but heretofore it has lacked spectacular and radical progress items 
such as the introduction of natural gas in the gas industry and 
automatic dialing in the telephone industry. Perhaps the introduction 
of nuclear power will be just that in the electrical industry. 

Regulatory precedent in the gas and telephone field should allay 
any fears as to the ability of most electric utilities to recover from 
customers any large write-offs of property because of the introduc- 
tion of nuclear power. Utilities could easily prove that their property 
losses were caused by unforeseen occurrences. If it were otherwise, 
progress would be stopped and expansion would be hindered. 

In a situation where a gas plant was suddenly superseded by the 
adoption of a new process, the Supreme Court of the United States 
held that the lower court should have allowed in the rate base the 
unamortized cost of the superseded plant (Pacific Gas & Electric v. 
San Francisco 265 U.S. 403). Excerpts from their opinion follow: 

I have referred several times to plaintiff’s contention that obsolescence should 
be amortized after, rather than before, abandonment of a unit of plant. Specifically 
applied, it is urged that when it is seen that Martin station or other obsolete gener- 
ator has been superseded by new Jones generators, using the improved Jones proc- 
ess for oil-gas, the demonstrated economies thereby effected are justly to be de- 
voted to reimbursing the company for the loss of capital occasioned by the obso- 
lescence, continuing each year until the loss is made good, with interest. On this 
settled program the new generator would, of course, be rated for return at replace- 
ment cost new at all times. To give the consumer a part of the advantages of the im- 
provement, the company proposes that only half of the very considerable econo- 
mies of operation shall be devoted to its reimbursement. Many advantages are 
urged for this plan: That it throws upon the consumer, who has the benefit of the 
new equipment in the shape of reduced charges, the burden of the loss by super- 
session of equipment (410) otherwise in good condition; that it avoids the defect 
that is inherent in a system of setting aside reserves in advance of abandonment 
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—namely, that while the life of a depreciable unit is difficult enough to estimate 
when physical decay alone is considered, it is practically impossible to forecast 
when we consider that obsolescence and inadequacy, which usually account for 
abandonments in a gas manufacturing plant, follow no rules as to time of their 
operation; that, finally, progress in service is promoted by giving a gas company 
an incentive to improvement of its machinery and its processes in the shape of 
increased profits. It must be admitted that if replacement of an old machine 
has not been sufficiently provided for by reserves in advance, a company will 
naturally defer installing a new machine, and so progress is halted. . . . [Italics 
added.] 


Ir Every CUSTOMER OWNED A REACTOR 


No responsible person has suggested that nuclear power itself can 
ever become available on individual customer’s premises other than 
those of very large power consumers. Even if it did become avail- 
able through some presently unthought-of method our customer 
would still have the problem of generating electricity for most of 
his daily living and his work requirements. As nuclear power is ex- 
clusively a heat energy it might turn out to be more of a competitive 
problem to our gas and oil friends than the electric industry. 

It is perhaps little realized that the nature of the utilization proc- 
ess makes it imperative to use electricity in certain items in the home 
and factory. In the heating items where electricity is somewhat com- 
petitive the decision as to which form of energy will be utilized in the 
factory depends mainly on cost alone whereas cleanliness, cost, and 
many other factors predominate in the home and small commercial 
business. 








TABLE 2 
ANNUAL ENERGY USE IN THE HOME 
Topay’s AVERAGE Av ELEctric 
CUSTOMER Home 
Percentage Percentage 
Kwhr of Total Kwhr of Total 
Electricity used as such 

Lighting a iioitind eas 700 30 800 3 
Motor appliances (washers, refrigera- 

tors, freezers, air conditioners, TV, 

radio, etc.) ‘ 700 30 3,550 15 

Subtotal _— sa 1,400 60 4,350 18 

Electricity reconverted to heat energy 

Space heating (panel) : ; ace 12,000 
Water heating ; , 4,000 
Range.. ; . 1,290 
Clothes dryer , ; 780 
Incinerator. .. ; ; ; 660 
Other.... as ‘ j 920 ge 

Subtotal ; = 940 40 19 ,650 82 

Total home usage. . 00 
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If the insurance company investor in electric utility securities 
still has any doubts as to the future value of his holdings he can 
obtain solace from the foregoing figures. Today’s customer with a 
reactor in his basement would still have to generate electricity for 
60 per cent of his requirements and if he had an all-electric home he 
would have to generate 4,350 kilowatthours or almost twice the 
average home usage for his total requirements of 2,340 kilowatt- 
hours as of today. 

Another point in favor of the stability of the domestic customer, 
come what may, is his large investment in utilization equipment. 
This amounts to well over $1,000 for the average customer. His fixed 
charges on this sum are about $100 per year contrasted with his bill 
for electricity of $60. 

In the industrial portion of the electric business we also find a 
great dependence on electricity, as such. Its versatility and con- 
venience is making it more important to industry. 


TABLE 3 


ANNUAL ELECTRIC ENERGY USE IN INDUSTRY—1946 


(in per cent) 
Evectricity Re- 


Evectricity Usep as Suck CONVERTED TO 
Heat ENERGY 
Electrolytic AND MIsc. 

Lighting Motors Cells Furnace Other 

Total industry 63.2 13.1 13.7 2.3 
Automobile........ 19.4 68.0 0.2 7a 5.1 
Iron and steel YP - 72. 0.4 18.7 1.7 
Non-ferrous metals 20.2 61.3 14.6 1.4 
Chemicals 4.5 44.7 21.9 27.9 ‘2 
Paper. . 3.9 93.1 Ya 0.2 0.6 
Mining 4.0 93.7 0.1 wie 2.2 

Source: F. P. C. Summary of Industrial Electric Power in U.S. 


SPECULATION ON RELOCATION OF INDUSTRY 


Seemingly one of the things to come from any introduction of 
atomic energy will be fairly uniform fuel costs. This is contrary 
to the situation today. Thus fuel will have the same mobility enjoyed 
by the capital controlled by the insurance people. This should affect 
the various utilities differently. Perhaps coming from Detroit I am 
somewhat biased, but I believe that “come the day” I would rather 
have my money invested in a company serving an industrial fabricat- 
ing area. The nation has discovered time and again that people 
generally are not too mobile as to their place of residence. The 
factories and materials must be brought to them. 
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Utimtitry MANAGEMENTS ARE ALERT TO POSSIBILITIES 


Investors in utility securities are fortunate in that no complacency 
has developed in the electric power industry. It has recognized its 
responsibility for everything having to do with the production and 
distribution of electricity and in the improvement of the art relating 
thereto. 

The outstanding feature in the economic history of electric utili- 
ties has been their ever readiness to adopt new and improved tech- 
nologies. Their eager approach to the new nuclear energy resource 
augurs well for the owners of electric power company securities. 
The eventual commercial feasibility of nuclear power has been 
generally accepted for a long time. There has even developed a 
healthy competition among the several utilities as to methods of de- 
velopment. 

Among the earliest entrants in the field was my own company— 
Detroit Edison—which teamed up with Dow Chemical. There were 
three other groups having similar contracts with AEC. Their early 
objectives were: (1) determine the engineering feasibility of design- 
ing, constructing, and operating dual-purpose reactors to produce 
fissionable material and power; (2) examine the economic and 
technical aspects of building such reactors. It is estimated that the 
several groups spent collectively approximately a million dollars in 
making their studies and reports. 

These reports call attention to many different reactor designs that 
might be followed. All four groups concur in the belief that dual- 
purpose reactors are technically feasible and could be operated in 
such a fashion that the production and sale or use of plutonium would 
reduce the cost of electric power. Conversely, it is generally agreed 
that no reactor could be constructed in the very near future which 
would be economical on the basis of power generation alone. This 
will certainly be true except perhaps in remote areas where con- 
ventional fuels are expensive and transportation difficult. 

In regard to the question of government participation and aid in 
the development of the future reactors the groups vary widely in 
point of view. The Dow Chemical—Detroit Edison group believed 
that the government should aid the program only through research 
during the design and development stages. After that point the 
financing and ownership of the reactor should rest in private hands. 
The other groups favored more government guaranties. 

There are now thirty electric companies involved in nuclear power 
studies. Eighteen of these utilities are associated with the Dow- 
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Detroit Edison group and the balance are working with other engi- 
neering chemical and construction firms. 

The Dow-—Detroit Edison group is now in its second phase study of 
nuclear power. This consists of a preliminary design of a reactor 
believed to be most appropriate for commercial application. The fol- 
lowing non-utility firms are part of the group: 


The Dow Chemical Company Gibbs & Cox, Inc. 
Allis-Chalmers Manufacturing Co. United Engineers & Constructors 
The Babcock & Wilcox Company Vitro Corporation of America 
Bendix Aviation Corporation Co. Ford Motor Company 


In all there are thirty companies involved in nuclear power studies. 
Only this month four power companies and an engineering firm filed 
incorporation papers in nine states for Nuclear Power Company. 
This study group is composed of American Gas and Electric, Com- 
monwealth Edison, Pacific Gas and Electric, and Union Electric & 
Bechtel Corporation. 


Coutp BE A CHANCE FOR GREATER PROFITS 


The electric power industry has been one of the leading growth 
industries. Due to the impact of regulation the benefits to security 
holders of this growth have been moderate. It is entirely possible 
that this picture could be changed if the suggestion made before the 
convention of utility commissioners September 22, 1953, by Mr. 
W. L. Davidson, director, Office of Industrial Development, AEC, 
is followed. After discussing the possibilities of government opera- 
tion or a joint government-industry undertaking, he developed the 
following third possibility—“which envisages a non-utility type of 
venture financed entirely by private capital. I use the non-utility 
term here in a generic sense, rather than intending to specifically 
exclude utilities from participation. But since there is admittedly a 
substantial risk involved here, there must perforce be a greater 
opportunity for reward. If utilities are to participate, either the 
regulatory bodies will have to adopt less rigid boundaries as to what 
constitutes valid risk and return for utility activities or else a large 
number of utilities might combine their efforts with the prorated 
costs not considered to be of such magnitude as to constitute an 
abnormal risk. . . . If the power produced was distributed by a utili- 
ty, the purchase price between the utility and the plant owner would 
become a matter of interest to the local utility commission and pre- 
sumably would be set at a figure close to that paid for conventional 
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power of equivalent firmness. If by-products of the reactor could 
be marketed advantageously, the return on this venture might be in 
excess of that normally permitted utility operations.” 


GOVERNMENT CoMPETITION Is THE ONLY THREAT 


At this moment the development of nuclear power offers only one 
threat to the safety of outstanding electric public utility securities. 
This one threat is government competition which could conceivably 
force private enterprise from the business of generating power. 

Almost one-fifth of the total power generation in the United States 
is by government-owned plants. Twenty years ago it was only about 
one-twentieth. This change came about mainly through the federal 
government’s claim that because of their size and other involve- 
ments only they could develop large hydroelectric projects. In re- 
buttal, witness the recent sale of two security issues by two of our 
leading corporations backed only by their faith and credit which 
total an amount greater than the net investment in the TVA or the 
Bonneville and Grand Coulee developments combined. The involve- 
ments of public street occupancy by lines of the Bell System and 
the products of General Motors have been solved over the years 
with no encroachments on private enterprise. 

The recent decision by the Atomic Energy Commission to go 
ahead with the construction of a $100 million nuclear power plant 
as a goverment power project is a repetition of the philosophy ex- 
pressed in the thirties on the hydro projects—“the matter is urgent 
and it costs too much to make it practical for private development.” 
This is a step in the wrong direction which could do great harm to 
insurance company investments in securities of private enterprise 
electric utilities. 


A New Patent Monopoty? 


Art. I, Section 8—Constitution of the United States: “The Con- 
gress shall have the power . . . to promote the progress of science 
and useful arts, by securing for limited times to authors and inven- 
tors the exclusive right to their respective writings and discoveries” 
(italics added). 

Little did the founding fathers realize that an “inventor” of a 
revolutionary idea could turn out to be the federal government itself. 
And little is it realized today that the first self-sustaining nuclear 
reactor was demonstrated at the University of Chicago over ten 
years ago. 
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The early American patent system was based on the resourceful- 
ness and initiative of individuals. Little monopoly arose because im- 
provements were not radical enough to enable an inventor to 
monopolize an entire industry. Markets were local. With the growth 
of the large corporation and the progress of science, invention in 
the twentieth century became a corporate or group process. With 
the invention and development of nuclear power by the federal gov- 
ernment itself an entirely different type of inventor group has arisen. 
To date, the patentee has not specified exactly what it has dis- 
covered except to the chosen few cleared by the FBI. If the United 
States is to have a well-adjusted economy and dynamic technology, 
under our Constitution sooner or later the production of electricity 
by fissionable material will have to be turned over to private enter- 
prise on a licensing basis. A fair royalty would be the market value 
of using the patent although some may want to collect the billions 
spent by government for war purposes. 

It would seem that if the Constitution is observed, electric utilities 
will eventually be safe from this one threat, which is government 
ownership. 


CONCLUSION 


The tenor of this general appraisal of the outlook for electric 
utility securities as effected by developments in the atomic field is 
one of considerable optimism. If they do not prove a boon to indus- 
try the only loss will be the cost of research, development, and other 
expenses all of which are relatively minor in comparison with the 
resources of the interested corporations. 

If we are presently approaching the end of a long boom it is quite 
assuring that we have progressive electric power managements who 
are actively seeking new earning power and increased efficiency. 
The great companies of today have been built on research and private 
initiative. 

The trend of the expenses with this new process is also important 
to investment people. Utilities will require a relatively larger invest- 
ment thus tending to firm up interest rates. Operating expenses will 
be decreased at the same time, increasing the functional importance 
of trained manpower. The individual should have relatively more 
money to invest in insurance. 

The only shadow on this whole intriguing project is the heavy 
hand of government and its place in the private enterprise system. 
If this can be resolved, as we believe it will, utility securities should 
be looked upon with continued favor for many years to come. 








RECENT DEVELOPMENTS IN PENSION PLANNING 
A CHALLENGE TO THE INSURANCE INDUSTRY 


BEN B. SuTTON 


University of Minnesota 


IT HAS BEEN ESTIMATED that, prior to World War II, there were 
about 1,500 pension plans in force in the United States, covering 
approximately 700,000 workers. Today there are believed to be 
over 20,000 pension plans covering some ten million workers.’ As- 
sets in these funds are estimated at about twelve billion dollars, com- 
pared with about $750 million prior to World War II, and at present 
they are growing at a rate in excess of two billion dollars annually. 
Along with this tremendous rate of growth, it is not surprising that 
there have been some novel developments in the formulation of pen- 
sion plans. These developments are regarded by many people as the 
beginning of a movement throughout our economy io provide retire- 
ment income that will fluctuate with changes in the price level—a 
movement which will certainly raise many perplexing questions and 
problems for the insurance industry. The purposes of this paper are: 
(1) to describe briefly what probably are the more significant and 
more novel of these recent developments in pension planning; and 
(2) to discuss some of the problems with which the insurance in- 
dustry might be confronted at this trend toward providing “pur- 
chasing power” retirement income continues. 





RECENT DEVELOPMENTS 
THE TIAA-CREF PLAN 


The first pension plan to adopt the “purchasing power’ retire- 
ment income concept was developed by the Teachers’ Insurance and 
Annuity Association of America (TIAA).* The TIAA is an insurance 


1. It is not known exactly how many pension plans exist or how many workers are 


covered by such plans. For a good discussion of the reasons for the dearth of in- 
formation and lack of uniformity in reporting of pension plans, see R. W. Goldsmith, 
“Impact of Pension Funding on the American Economy (Discussion),” Journal o 


Finance, VII (May, 1952), 278; also W. B. Ogden, “Survey 260 Pension Plans Reveals 
Wide Variety of Accounting for Costs,” Journal of Accountancy (January, 1952). 

2. The TIAA undertook a comprehensive study to determine if there was any way 
to provide a retirement income which would overcome some of the troubles inflicted 
by inflation. The results of this study led to the establishment of the plan described 
briefly above. Details of the study may be found in A New Approach to Retirement 
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organization, operating under the New York State insurance laws, 
which limits its services primarily to university and college pro- 
fessors throughout the United States. The TIAA plan called for 
setting up a separate corporation to be known as the College Retire- 
ment Equities Fund (CREF) with joint control of the two organiza- 
tions at the top level. CREF was established by a Special Act of the 
New York State Legislature in March, 1952, and began operations 
on July 1, 1952. Like TIAA, it is under the supervision of the New 
York State Insurance Department. 

Under this plan, college faculty members buying annuities for 
retirement from TIAA can have one-quarter, one-third, or one-half 
of their premiums paid into CREF. At least half the premiums must 
continue to be used for the purchase of fixed-dollar annuities in the 
TIAA. The premiums paid into CREF are invested 100 per cent in 
equities and are used to provide a variable annuity income in re- 
tirement. When common stock prices and dividends increase, annuity 
payments to CREF participants increase. Conversely, when com- 
mon stock prices and dividends decrease,- annuity payments de- 
crease. In retirement, the college professor would receive a fixed- 
dollar monthly income from his TIAA annuities, and an additional 
income from his CREF annuities which would fluctuate in dollars 
from year to year as the market prices and dividends of securities 
held in CREF’s portfolio fluctuate. Various options are provided for 
receiving these annuity payments, including income for life, income 
for life with payments guaranteed for ten or twenty years, as chosen, 
and a joint survivorship income. 

The actuarial principles involved in the CREF annuities are the 
same as those used for conventional annuities sold by life insurance 
companies.* Current Mortality Tables for annuities are used by 
both TIAA and CREF. The annuity payments for CREF are unique, 
however, in that they are stated in units representing a proportion of 
the value of investments in the Fund rather than in dollars. One of 
the significant achievements of the TIAA in developing this plan 
lies in their having the definition of “annuity” expanded to include 


Income, by William C. Greenough (1951), Teachers’ Annuity and Insurance Associa- 
tion of America, 522 Fifth Avenue, New York 36, N.Y.; also see William C. Green- 
ough, “A New Approach to Retirement Income,” The Journal of Finance, Vol. VII, 
No. 2 (May, 1952). 


3. For a detailed presentation and discussion of the actuarial plan used by TIAA- 
CREF, see “A Retirement System Granting Unit Annuities and Investing in Equities,” 
by Robert M. Duncan, Transactions of the Society of Actuaries, Vol. IV, Meeting No. 
9, 1952. 
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such unit payments.* Both the Bureau of Internal Revenue, in in- 
terpreting the meaning of “annuity” in the Internal Revenue Code, 
and the Superintendent of Insurance of New York have supported 
this definition.° 

The TIAA-CREF plan may not be a perfect plan for providing 
adequate income for security in retirement. It does offer a much 
more satisfactory purchasing power income in retirement, however, 
than the traditional pension and retirement plans that offer only 
fixed-dollar retirement income. Even those plans in effect which 
provide for contributions based on a percentage of salaries of em- 
ployees or which provide for stepping up contributions during in- 
flationary periods do not offer protection against what happens to 
the price level after retiremnt. The TIAA-CREF plan does offer 
such protection through their unit annuity payments. 


INDIVIDUAL COMPANY PLANS 


On October 10, 1952, the management of the Long Island Light- 
ing Company, a public utility, announced an equity annuity pension 
plan to its employees. Whereas there are many technical differences 
as to the details, this plan is based on similar concepts and has the 
same general objectives as the TIAA-CREF plan. The Long Island 
Lighting Company Plan was designed for one employer and its 
employees, whereas the TIAA-CREF plan may be considered a 
plan for members of a particular profession. 

Under the Lighting Company plan, employees receive three 
“layers” of income in retirement. First they receive their Social 
Security benefits. Secondly, they receive fixed-dollar monthly income 
from annuities purchased by the Lighting Company from the Metro- 
politan Life Insurance Company. Thirdly, they receive a fluctuat- 
ing income from variable annuities through a new type of pension 
trust arrangement with the National City Bank of New York. This 
last source of income is similar to that provided by CREF. At re- 
tirement, an employee is credited with so many “benefit units,” the 


4. An annuity is a series of payments made at regular intervals during the con- 
tinuance of a given status. Historically, these payments have been in a specified num- 
ber of dollars. Now it has been established that the payments may be expressed in 
terms of units representing shares of ownership in a common stock fund instead of 
in a specified number of dollars. 


5. See G. E. Johnson, “An Experiment with the Variable Annuity,” a paper read 
before the Association of Life Insurance Counsel, May 12, 1953, at The Homestead, 
Hot Springs, Va.; also Towers, Perrin, Forster, and Crosby, 12 South 12th St., Phil- 
adelphia, Pa., letter dated September, 1952. The Commissioner of Internal Revenue 
has also ruled that the variable annuity as used by CREF comes within the defini- 
tion of an annuity as used in the reciprocal tax convention with Canada. 
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value of which will fluctuate as the market prices of stocks in the 
fund fluctuate. Like TIAA-CREF, the Long Island Lighting Com- 
pany plan uses the 1937 Standard Annuity Table for mortality as- 
sumptions. The only type of benefit unit incorporated in this plan 
provides for payments each year for life, beginning at age 65, where- 
as the TIAA-CREF plan provides various options for receiving 
these payments, as pointed out earlier.® 

On January 2, 1953, the Chemstrand Corporation announced its 
establishment of a Pension Trust Plan to supplement employee re- 
tirement income from Social Security and from the company’s Re- 
tirement Annuity Plan. Like the Long Island Lighting Company 
plan, unit annuity benefits are to be paid in retirement. Chem- 
strand Corporation’s plan provides the option of a unit annuity 
income for life or a joint-survivorship annuity. 

Since the establishment of the Long Island Lighting Company 
and Chemstrand Corporation plans, many firms throughout the 
country have been giving careful consideration to the adoption of 
similar plans for their employees. It can be expected that a number 
of such plans will be announced in the next few months. The extent 
to which a particular plan will provide the protection of purchasing 
power income in retirement will depend upon a great many factors 
that are outside the scope of our discussion here. The size of the firm, 
interest rate and mortality assumptions, and conditions for eligibility 
under a given plan, to mention only a few, are among the factors 
that would contribute to the degree of success of the plan. The real 
significance of these plans for the purpose of our discussion here 
lies in the fact that they are all being designed to provide a more 
satisfactory method of providing retirement income than is possible 
through fixed-dollar retirement benefits. 


INVESTMENT TRUSTS IN THE FIELD OF PENSION PLANNING 


Another pioneering development in the field of fluctuating income 
has been that of Investors Diversified Services, Inc. (IDS), which 
acts as principal underwriter and investment manager for three 
open-end investment companies. IDS announced a plan early in 
1952 which they called “Investors Balanced-Income Pension Plan.” 
It was a plan designed for industrial firms, primarily, under which 

6. CREF, like TIAA, was ruled officially by the Bureau of Internal Revenue to be a 
non-profit educational corporation exempted under Section 101(6) of the Internal Reve- 
nue Code. The Long Island Lighting Company had the problem of qualifying their vari- 
able annuity plan as a “pension” under Section 165(a) of the Internal Revenue Code. 


This was done, and in addition to approving this particular company plan, a general 
ruling was issued qualifying variable annuity plans under Section 165(a). 
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employees would receive both fixed and fluctuating dollar incomes 
in retirement. 

In selling this plan to a particular firm, IDS recommends that a 
portion ot the pension fund be invested in fixed obligations that will 
provide a fixed-dollar monthly income. Investors Syndicate of Ameri- 
ca Fully-Paid 256 per cent Certificates might be invested in for this 
purpose (IDS also acts as investment manager for Investors Syndi- 
cate of America). The percentage of a pension fund so invested 
might vary. The balance of the contributions to the pension fund 
would be invested in Investors’ Stock Fund, an open-end investment 
company. At retirement, an employee would receive his Social 
Security benefits, the fixed-amount monthly income provided in his 
pension plan, and in addition a fiuctuating monthly income derived 
from the liquidation of a fixed number of Stock Fund shares each 
month. Unlike the CREF plan and the two company plans discussed 
above, the fluctuating portion of retirement income does not rep- 
resent a unit annuity. Investment trusts cannot grant life annuities, 
and they cannot make provisions for settlement options. Instead the 
total number of shares that a given employee has accumulated in 
the Stock Fund at retirement date is determined. These shares are 
redeemed and the proceeds paid to him over m number of months. 
For example, if the employee had accumulated 180 shares in the 
Stock Fund at retirement, he might receive the equivalent value of 
114 shares each month for ten years or the equivalent value of one 
share each month for fifteen years, depending on the length of time 
specified. Since only a portion of his shares is being redeemed each 
month at the existing market value of the shares, the monthly in- 
come would fluctuate with changes in dividends and in the market 
prices of stocks held in Investors Stock Fund. 

IDS developed this plan in recognition of the growing demand 
and need for something that would provide a partial hedge against 
inflation during retirement years. The plan lacks some of the ad- 
vantages that TIAA-CREF offers its members. It cannot offer an- 
nuity benefits or settlement options, as pointed out above. It can- 
not offer the same tax advantages as TIAA-CREF since all income 
of TIAA-CREF is exempted from federal income tax regulations at 
the present time. Investment trust certificates are cashable and 
must be assignable. CREF, in contrast, makes no provisions for 
cash surrender values and its certificates specify that they are not 
assignable. In spite of these differences when compared to the 
CREF plan, there are may firms that might find the IDS Balanced 
Income Pension Plan more attractive than any of the alternative 
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plans available to them. A number of firms have subscribed to this 
plan in the past few months. 

At least several other investment trusts are developing pension 
plans of their own in which they contemplate the investment of a 
portion of pension funds in their equities. IDS is also in the process 
of developing a somewhat different type of pension plan involving 
the purchase of equities which has been submitted to the Securities 
and Exchange Commission for approval.? 

The type of plan adopted by the Long Island Lighting Company 
lends itself to use by the firm that has many employees. Small firms 
having few employees, however, are not able to establish plans 
providing for the unit-annuity income on an actuarially sound basis. 
The potential number of employees that would fall in this category 
of smaller firms is tremendous. It is among these firms that IDS 
and possibly other investment trusts are likely to find their greatest 
market. The IDS Balanced Income Pension Plan is the only one 
I have found offering fluctuating retirement income that is available 
to many firms at the present time. 


AN INSURANCE COMPANY DEVELOPMENT 


A development in the life insurance business which merits con- 
sideration here lies in a plan established by the South African Na- 
tional Life Assurance Company, Ltd. That company set up the 
Bonus Investment Corporation, knows as Bonuscor, which invests 
its funds entirely in equities. Policyholders in the South African 
National may leave their dividends to be accumulated and invested 
in Bonuscor. The dividends on over one-third of the policies par- 
ticipating in profits are left by the policyholders to be invested in 
equities through the Bonus Investment Corporation at the present 
time. Many of the policies issued by the South African National Life 
Assurance Company, Ltd., do not participate in profits.® 

Some of the principles of the TIAA-CREF pian can be seen here 
in the Bonuscor plan. While this is not a pension plan, it does rep- 
resent a method by which the life insurance business generally might 
be able to provide policyholders an opportunity to invest limited 
amounts of money in equities over a long period. 


7. It is expected by IDS that approval of the SEC and announcement of this plan 
by management may be made before publication date of this paper. 


8. Excerpts from letter of February 27, 1952, to Charles F. B. Richardson, associate 
actuary of Mutual Life Insurance Co. of N.Y., from A. D. Wassanaar, general manager, 
South African National Life Assurance Co., Ltd.; and letter to Ben B. Sutton from 
John G. Kelly, assistant general counsel, Mutual Life Insurance Company of N.Y., dated 
September 1, 1953. 
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A CHALLENGE TO THE INSURANCE INDUSTRY 
GROWING DISSATISFACTION WITH EXISTING RETIREMENT INCOME 


Why should these recent developments in pension planning present 
a challenge to the insurance industry, and what alternatives might 
exist for our insurance companies attempting to meet the challenge? 

Economic developments in this country over the last two decades 
have continued to decrease the purchasing power of accumulated 
savings. Many people in retirement have found it difficult, if not 
impossible, to “make ends meet” on what seemed to be an ample 
retirement income when a pension plan was entered into fifteen 
or twenty years ago. Many others approaching retirement age have 
recognized that their retirement income from pension plans might 
be even less satisfactory if the inflationary march continues. De- 
mands have been made to many employers to increase the amounts 
of contributions to pension plans, and pressures continue to be 
exerted for even greater increases in the government’s Old Age and 
Survivors’ Insurance System. The economic and social problems 
arising out of inadequate retirement incomes are becoming an in- 
creasing public concern. It was in recognition of this need for pro- 
viding a more satisfactory income in retirement that the TIAA under- 
took the research which led to their establishing the College Retire- 
ment Equities Fund. The other recent developments discussed 
previously represent similar recognitions and attempts to provide 
a more satisfactory retirement income. 

Approximately four-fifths of existing pension and retirement plans 
in the United States provide for the purchase of annuities from in- 
surance companies.* Many individuals who do not have such com- 
pany plans available to them buy annuities as well as other types of 
insurance policies from our life companies. As our largest group of 
thrift institutions, life insurance companies should be more con- 
cerned with this problem than any other group in the country. The 
life insurance industry has recognized the problem of providing 
adequate purchashing power income to retired workers, but it has 
not yet given the problem much study.’° 

Some people in the insurance industry have taken the attitude 
that the movement toward providing fluctuating retirement income 
through the purchase of equities will not gain much momentum. 
They point out that these developments have occurred at the height 
of an inflationary period in our economy. They would argue that 


9. Business Week (March 21, 1953), p. 130. 
10. See Haughton Bell’s “Discussion” of G. E. Johnson, op. cit. 
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when we start into a period of declining prices the purchasing power 
of retirement dollars will begin to increase again and dissatisfaction 
with the fixed-dollar retirement incomes will no longer exist. This 
reasoning seems to beg the issue and appears unrealistic when we 
view the long-run trends of prices in our economy—and certainly 
the success of any pension plan must be viewed from the standpoint 
of long-run results. It is true that a decline in the price level during 
the next several years would increase the purchasing power of re- 
tirement income as compared to today’s purchasing power. Dollars 
received in retirement, however, were invested over a long number 
of years and many of them were much more valuable dollars years 
ago when they were being put into the pension fund. Also, the re- 
tired worker is likely to witness more years of inflation than of 
deflation before he dies. The trend of the price level has been rising 
since the beginning of our economy and there is no evidence of this 
trend changing at the present time. The research studies of the 
TIAA" show very conclusively that a fluctuating dollar income from 
the purchase of equities over a long period of years by a pension 
fund (assuming 50 per cent investment in equities and 50 per cent in 
fixed-dollar income) would have given a retired worker a greater 
purchasing power income, even during the 1930’s with the low stock 
values then prevailing, than he would have received from 100 per 
cent fixed-dollar annuities purchased over the same number of 
years. 


OBSTACLES TO INSURANCE COMPANIES ISSUING VARIABLE ANNUITIES 


There are many obstacles that will have to be overcome by our 
life insurance companies if they are to enter the field of providing 
variable annuities that will fluctuate with changes in the price level 
and the market prices of securities. No attempt will be made here 
to go into these obstacles in any detail, but some of the more im- 
portant ones will be discussed briefly. 

Insurance companies are restricted by statute from investing 
more than a small percentage of their funds in equities. To the extent 
that they do they can only attempt to improve their over-all earn- 
ings, their commitments to pay being entirely in dollars certain. If 
they were allowed to provide contracts offering variable annuities, 
the funds could not be commingled with those received from other 
types of policyholders. To provide for the setting up of separate 
companies to sell variable income annuities and to invest in equities 


11. W. C. Greenough, of. cit. 
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would require a complete revision of our insurance laws.'* Even if a 
separate department were set up within an existing organization for 
this purpose, instead of setting up a separate company as the TIAA 
did, some major revisions would be necessary. Statutory provisions 
relating to life insurance reserves, to the investment of funds, and to 
the valuation of securities'* would have to be amended in any 
event. It would have to be explicitly stated in the statutes that no 
recourse would exist for participants in one fund against the other. 

Life insurance companies are subject to taxation by both federal 
and state governments, whereas TIAA and several of the company 
plans discussed earlier are tax exempt. If insurance companies 
attempt to provide a similar type plan for pension funds in general, 
tax exemption will have to be secured from the federal government 
as well as in every state in which the firm does business. The tax- 
saving feature is one of the major advantages of the CREF plan 
and company pension plans of this type. 

A new set of sales or marketing techniques would have to be used 
by insurance companies for policies or annuity contracts of this 
type. This would first involve a tremendous educational program 
for insurance agents and other personnel who would sell the contracts 
and administer the funds. Since industry, employees, and the public 
in general are unaccustomed to thinking in terms of policies that 
provide “purchasing power” payments, an educational process would: 
have to be developed to insure complete understanding by those who 
would be buying such contracts. New policy forms would have to 
be drawn up, and they would have to be approved for use in the 
various states in which the insurance company operated. 

Perhaps a better approach than that adopted by the TIAA could 
be found as a result of extensive research. It is possible, for ex- 
ample, that instead of providing a portion of fixed-dollar retirement 
income and a portion of fluctuating retirement income through the 
use of two separate funds, it may be better to establish the balanced- 
fund concept. Instead of a pension fund being used partially to buy 
fixed-dollar annuities and partially to invest in an equities fund for 

12. Unlike insurance companies, CREF is only subject to Articles 1, 3, and 16 and 
Sections 59, 66, 78, and 214 of the New York State Insurance Law. As pointed out 
earlier, CREF was established by a Special Act of the state legislature and the charter 


states that CREF “shall be and shall have the status of a non-profit educational corpo- 
ration.” 


13. For an excellent discussion of this subject, see Haughton Bell and Harold G. 
Fraine, “Legal Framework, Trends, and Developments in Investment Practices of Life 
Insurance Companies,” Law and Contemporary Problems (Duke University School of 
Law, Winter, 1952). 





on ifa 
on for 
TIAA 
visions 
and to 
nN any 
hat no 
yther, 
ederal 
mpany 
panies 
eneral, 
‘nment 
1e tax- 
F plan 


ye used 
of this 
rogram 
ntracts 
public 
2s that 


. would: 


se who 
lave to 
in the 


, could 
for ex- 
rement 
igh the 
lanced- 
to buy 
ind for 
d 16 and 
inted out 


e charter 
al corpo- 


larold G. 
s of Life 
School of 





Recent Developments in Pension Planning 157 


the purchase of variable annuities, the entire amount might be in- 
vested in a balanced fund set up for such a purpose. Income in 
retirement might then be paid entirely in variable amounts, but, to 
the extent that half the money was invested by the fund in high-grade 
bonds and other fixed-dollar obligations, there would be the same 
elements of income stability and inflation protection in the one sum 
received each month by the retired worker. This principle is being 
explored today by some of the investment trusts. Instead of a firm 
buying fixed annuities with part of its pension funds and investing 
the other part in a common-stock fund, the entire amount might be 
invested in a balanced fund established for such purpose where a 
50-50 bond to stock relationship is maintained in the investment 
portfolio. If such principle were adopted by the life insurance com- 
panies, it is possible that it may possess advantages over the TIAA- 
CREF type of plan.’* There may be other variations that might be 
found by the insurance industry which would provide a more satis- 
factory retirement income and which would be more easily adaptec 
to insurance company operations. 

Probably the biggest obstacle to life insurance companies enter- 
ing this field in the next few years will lie in the opposition of many 
of the company managers to life insurance investment in common 
stocks, regardless of how much statistical evidence might be present- 
ed that would show the need for such entry by the insurance industry. 
The life insurance business has enjoyed an excellent reputation for 
many, many years in this country. It has invested almost entirely 
in fixed-dollar obligations and it has sold exclusively fixed-dollar 
contracts. Equity investments and variable contracts are almost 
wholly unfamiliar to many insurance company managers as well as 
to their agents. Also, there is still a prejudice against any kind of 
investment in common stocks in the minds of many people who 
have recollections of the market decline in 1929. While we might 
not be sympathetic with whatever reluctance there may be on the - 
part of insurance company mangers to enter this new field as a re- 
sult, it is a position which can be readily understood and one which 
must be recognized. 

There are no doubt many other obstacles that would have to be 
overcome if insurance companies enter this field. None of them 
should be insurmountable, however, if the social and economic need 

14. The TIAA considered the balanced-fund concept before setting up CREF and 
decided against its use. This does not necessarily mean that it would be unattractive 


for use by others, however. TIAA managers felt that use of a balanced fund would 


involve considerably greater investment problems but probably would not give better 
investment results. 
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for providing a more satisfactory retirement income can be filled 
by the life insurance industry. Much research will have to be carried 
out to arrive at satisfactory answers in any event. 


EFFECTS OF VARIABLE ANNUITIES ON OTHER 
INSURANCE COMPANY OPERATIONS 


If the life insurance industry remains passive in the future de- 
velopment of variable annuity pension plans, the question still re- 
mains, “What effects are these plans likely to have on the life in- 
surance industry if the movement toward purchasing power retire- 
ment income continues?” 

As various pension funds divert a portion of their additions each 
year into equities to provide a variable annuity retirement income to 
employees, there is a shift of savings into a different channel. If the 
movement toward the variable annuity continues along with the 
rate of growth of pension plans in the economy, this implies that 
there will be a decline in the rate of annuity purchases from our life 
insurance companies. This, of course, may not be disturbing to many 
insurance company managers. Some managers have pointed out that 
annuity underwriting, generally speaking, is not very profitable busi- 
ness, even for the big annuity underwriters. (Some insurance com- 
panies, of course, do only a small amount of annuity underwriting.) 
They are not very concerned, therefore, about the possibility of a 
rate of decline in the insurance company annuity business. In some 
other companies, however, the managers have stated that whereas 
the annuity business is not as profitable as other forms of life under- 
writing, it nevertheless constitutes a large dollar amount of business 
each year and they do not want to lose it to other institutions. Since 
there is no general agreement within the industry on whether or 
not a decline in the rate of annuity purchases would produce an 
adverse effect on the industry, each insurance company probably 
should attempt to measure the possible effects on its own operations. 

Even if one accepts the viewpoint that a decline in the annuity 
business would not seriously affect the insurance industry, there is 
another change that might occur which would be viewed with much 
greater concern. That is that an increasing desire for and acceptance 
of more stable purchasing power income may cause a shift in the 
distribution of all insurance policy types. As greater purchasing 
power income is provided for retirement, there is less need to depend 
on insurance to provide a supplement to income in later years. Even 
the premiums on whole life policies contain a large element of sav- 
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ings and these policies build up substantial cash values as a result. 
As employees can rely more heavily on their pension plans for provid- 
ing adequate retirement income, the patterns of individuals’ savings 
are likely to change. There may be an increasing demand for greater 
protection through term insurance with its lower premiums per dol- 
lar of coverage, or possibly a diversion of savings from insurance 
to other channels where greater protection is not desired. If such 
shifts were to occur in the demand for various policy types, the 
industry might have to readjust its rate calculations as well as many 
of its present policies and practices. While such changes would come 
slowly, they would present the insurance industry with many new 
problems. 
SUMMARY 


It is to be noted that a number of questions have been raised 
concerning the effects of variable annuity pension plans on the in- 
surance industry. A summary of these questions would be: 

1. Should insurance companies attempt to develop a method 
whereby they might provide variable annuity income for those who 
desire such a plan? 

2. If so, along what lines might such a plan best be developed, 
and what problems will have to be overcome in order to institute 
the variable annuity in the insurance industry? 

3. If not, to what extent might the insurance industry suffer a 
decline in the rate of annuity sales as fluctuating income pension 
plans increase in the economy, and what effects might this produce 
within the insurance industry? 

4. Will the growth of these pension plans cause a shift in the 
distribution of other insurance policy types because of less need 
to rely on the substantial cash values in many policies? 

5. If so, how rapidly might the shift occur and what new prob- 
lems would this present to the insurance industry? 

Recent developments in pension planning seem to present these 
questions as a challenge to the insurance industry. All of them are 
controversial questions. Possible answers have been suggested here 
to some of them. We will only be able to answer them by closely 
watching statistical trends as they develop and by doing much 
greater research in this field than has been undertaken to date. 








VALUATION OF LIFE INSURANCE COMPANY HOLDINGS 
OF CORPORATE BONDS AND STOCKS—SOME 
RECENT DEVELOPMENTS* 


James J. O’LEARY 


Life Insurance Association of America 


To Most ECONOmistTs the question of the valuation of life insurance 
company holdings of bonds and stocks must seem a colorless and 
uninteresting subject, a matter of bookkeeping devoid of broad 
economic significance. Actually, however, there are powerful forces, 
having great influence in the capital markets, which originate in 
the valuation rules prescribed for life insurance companies. The 
earnings of the life insurance companies are largely returned to 
policyholders and stockholders each year and their surpluses seldom 
amount to 10 per cent of policyholders’ reserves, so that changes in 
the valuation of assets assume particular importance. Furthermore, 
the valuation rules in the past have had considerable influence on the 
type of investments the companies make. Thus we are addressing 
ourselves here to an important non-market force affecting both the 
solvency of the life insurance companies and the channeling of 
their funds throughout the economy. 

Major changes in the valuation rules governing the statements 
of life insurance companies were approved and put into effect by 
the National Association of Insurance Commissioners a few months 
ago. These changes were the product of several years’ intensive study 
of valuation problems by the life insurance companies and the state 
regulatory authorities. This paper will attempt to set forth the basic 
principles of the new rules and the objectives at which they are 
aimed. But first it will be helpful ty review the historical back- 
ground of the valuation question, for it is only against this back- 
ground that the matter can be fully understood. 


I. HistoricAL BACKGROUND OF BOND AND STOCK VALUATION 


Prior to 1907 the valuation of life company assets did not play 
an important role in insurance regulation. Section 18 of the New 
York Insurance Law, as revised in 1892, provided that no stocks 
owned by an insurance company should be carried in its statement 


* In the preparation of this paper I owe a heavy debt to my associate, Orson H. Hart, 
for advice and assistance. 
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at more than market value, but it appears that few if any states 
provided major valuation legislation until after 1908.1 Prior to then 
the companies and the insurance departments assented in the use 
of market prices of both bonds and stocks for statement purposes.” 

The instability of market value as a basis for insurance company 
statements first became a problem for the commissioners in 1907. 
Noting that different companies were using different market prices 
for the same securities in their statements, the NAIC asked its Com- 
mittee on Assets to see what could be done to establish uniform 
market prices for statement purposes throughout the country.’ Be- 
fore the committee could come to grips with the problem, however, 
the financial panic of 1907 upset the securities markets, leaving the 
prices of both bonds and stocks at unexpectedly low levels. As a 
result, special conferences of the insurance commissioners were 
called in November and December in an effort to ease the impact of 
declining securities prices upon the surpluses of the companies.* 

Inadvertently the United States Life Insurance Company pointed 
the way to a satisfactory solution of the problem facing the special 
conferences. Instead of using the prices prevailing on the statement 
date, the company had based its 1906 statement on an average of 
prices over a period of time. This led the New York department to 
ask the state’s attorney general for a ruling. The superintendent 
was informed in July, 1907, that there was no statute requiring that 
securities be appraised at the market value prevailing on any 
specified day and that it was “a matter entirely within your judg- 
ment and reasonable discretion to determine the fair market value 
of securities, and, furthermore, that it would be entirely proper for 
you to adopt and observe your own rules in relation thereto so long 
as they are fair and reasonable.” 

Fortified with this ruling the special conference of commissioners 
recommended that for 1907 statements market values should con- 
sist of the average of the market prices on the first day of each 

1. John Tatlock, “On the Proper Method of Valuation of Fixed Term Securities 
Owned by Life Insurance Companies,” Proceedings of The Association of Life Insur- 
ance Presidents (1907), pp. 71-72. (The Association of Life Insurance Presidents became 


the Life Insurance Association of America in 1944, and will be referred to as the LIAA 
henceforth in this paper.) 


2. Proceedings of the National Convention of Insurance Commissioners (1908), p. 174. 
(The National Convention of Insurance Commissioners became the National Associ- 
ation of Insurance Commissioners in 1935, and will be referred to as the NAIC hence- 
forth in this paper.) 


3. Proceedings, NAIC (1907), pp. 97-98. 
4. New York Insurance Report, Part I (1908), p. 12. 
5, New York Insurance Report, Part V (1907), pp. 122-26. 
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month and the last day of December. The New York department 
adopt*d the same ruling, and thus for the first time a departure 
from December 31 prices was approved by the regulatory authori- 
ties.° As we shall see, this was but the first of many such departures 
over the succeeding twenty-five years. 

Tht next year the Committee on Assets recommended that the 
president of the NAIC appoint a temporary committee to make 
arrangements for assembling uniform market prices and furnish- 
ing each department with a copy of these values as soon as possible 
after the year-end. The New York superintendent indicated that 
the Massachusetts and New York departments were already co- 
operating in the compilation of security price lists for 1908, which 
they would be glad to make available to the departments of other 
states.’ The commissioners accepted this offer, and for 1908 state- 
ments, therefore, uniform market prices were available. In 1909 the 
temporary Committee on Valuation of Securities retained the services 
of Marvyn Scudder, the expert employed by the Armstrong Com- 
mittee, to compile prices for statement purposes and early in 1910 
these lists were sent to the different state departments.* This was 
the start of the NAIC Book on Valuations, showing market prices 
of securities held by insurance companies, which since then has 
been prepared annually for use in drawing up and auditing com- 
pany reports. The Committee on Valuation of Securities became a 
standing committee in 1910.° 

Thus it may be said that the commissioners found a permanent 
solution to the problem of furnishing uniform market prices to the 
companies and to adjusting these prices quickly when economic 
conditions were depressed. Nevertheless, it was widely appreciated 
in insurance circles that market prices, however adjusted, furnished 
an unsatisfactory basis for valuation of securities for statement pur- 
poses. In 1907 the life insurance companies had devoted a consider- 
able part of the annual program of their newly formed association, 
the Association of Life Insurance Presidents, to a discussion of the 
valuation question.’® At this meeting, both amortization of bonds 
and the use of average market prices were advocated as possible 
steps toward stabilization of asset values. At the NAIC meeting in 


6. New York Insurance Report, Part I (1908), pp. 11-12; Proceedings, NAIC (1940), 
p. 158. 


7. Proceedings, NAIC (1908), pp. 132-33. 
8. Ibid. (1910), pp. 47-48. 

9. Ibid. (1910), p. 49 and pp. 169-70 

10. Proceedings, LIAA (1907), pp. 69-99. 
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1908, the New York Superintendent of Insurance furnished the other 
state commissioners with a careful appraisal of bond amortization 
and the principles upon which it rested. He indicated that the New 
York department had approved a proposed bill authorizing the 
amortization of bonds for statement purposes by insurance com- 
panies subject to its supervision. Such valuation would be sought 
only for bonds amply secured, all other bonds and stocks continuing 
to be valued at market prices as determined by the department.” 

In 1909 legislation was passed in New York requiring amortiza- 
tion of amply secured bonds by all domestic insurance companies.” 
Although New York stood alone for several years as the only state 
having legislative approval of amortization, twenty-eight state de- 
partments accepted the new valuation standards for 1909 state- 
ments.’* Thus a long step forward was taken in establishing a stable 
valuation system for the life insurance business. But the problems 
arising out of security valuation still were not by any means re- 
solved. A large number of securities, including bonds not amply 
secured and all stocks, continued to be valued at market prices. The 
adjustment of these prices in time of financial stress became in- 
creasingly embarrassing to the commissioners and the companies 
alike. 

When war broke out in Europe in 1914 the markets again declined 


11. Otto Kelsey, “The Amortization Plan of Valuing Fixed Term Securities and Proper 
Method of Valuation of Other Securities,” Proceedings, NAIC (1908), pp. 174-80. 


12. New York Insurance Law, Sec. 18, amended Ch. 301, Ins. L. 1909. However, this 
law was amended in 1910 to require amortization by all life insurance companies doing 
business in New York, and to vest in the superintendent the power to require amorti- 
zation of other insurance companies. Ch. 634, Ins. L. 1910. Section 18 of the Insurance 
Law became Section 91 in the recodification in 1939, and now reads as follows: 

“1. All bonds or other evidences of indebtedness having a fixed term and rate of inter- 
est and held by any life insurance company or fraternal benefit society authorized to do 
business in this state, if amply secured and if not in default as to principal or interest, 
shall be valued as follows: If purchased at par, at the par value; if purchased above or 
below par, on the basis of the purchase price adjusted so as to bring the value to par 
at maturity and so as to yield in the meantime the effective rate of interest at which 
the purchase was made, or, in the discretion of the superintendent, on the basis of the 
method of calculation commonly known as the pro rata method. In applying the fore- 
going rule the purchase price shall in no case be taken at a higher figure than the actual 
market value at the time of acquisition. The superintendent shall have the power to de- 
termine the eligibility of any such investments for valuation on the basis of amortiza- 
tion, and may by regulation prescribe or limit the classes of securities so eligible for 
amortization. All bonds or other evidences of indebtedness which in the judgment of 
the superintendent are not amply secured shall not be eligible for amortization and 
shall be valued in accordance with subsection two. The superintendent may, if he finds 
that the interests of policyholders so permit or require, by official regulation permit or 
require any class or classes of insurers, other than life insurance companies or fraternal 
benefit societies, authorized to do business in this state, to value their bonds or other 
evidences of indebtedness in accordance with the foregoing rule.”—New York Ins. L., 
Section 91. 


13. Unpublished survey by the LIAA. 
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and the commissioners authorized June 30 prices as the market 
values for statement purposes. Difficulties of a similar character 
reappeared in 1917 and values other than December 31 market 
prices again were brought into play, this time until 1922. In 1931 
the commissioners once again were obliged to depart from December 
31 market prices for statement purposes. As the economic crisis 
deepened, the prices used in 1931 were authorized for 1932 state- 
ments. In 1933 the commissioners attempted to bring their valuations 
more nearly in line with prevailing market prices by requiring the 
companies to use the average of the values approved for 1932 state- 
ments and the November 1 market prices.** However, they also 
provided an alternative for stock appraisal that departed from 
market values altogether. Utilizing emergency legislation in New 
York and other states, the NAIC adopted a rule permitting life 
companies to value stock in the aggregate at the lower of cost or 
book value provided, (1) that stock income during each of the pre- 
ceding five years was at a rate sufficient to meet the interest required 
to maintain policy reserves and other policy obligations, and (2) 
that net investment income on ledger assets was not less than the 
amount required to maintain reserves. Though little used by the 
life insurance companies this ruling remained in effect until 1939 
when the commissioners required that all stocks purchased after 
June 30 of that year be appraised at market value. Stocks acquired 
prior to July 1, 1939 continued under the 1933 ruling until 1945.” 

It might have been expected that these difficulties arising out of 
the use of market values of stocks and non-amortizable bonds for 
statement purposes would have led to further study of the valuation 
problem with a view to developing non-market standards for all 
securities. Instead, however, the New York department, apparently 
concerned about the quality of many bonds being carried at amor- 
tized values, unexpectedly moved in 1932 to limit amortization to 
bonds passing certain rating tests. It appears that heretofore bonds 
not in default were construed to be amply secured substantially on 
company certification and were accepted at amortized values for 
statement purposes. The rating tests imposed by the New York 
department in 1932 applied to other than governmental issues and 
limited amortization to bonds falling in the first five rating grades 

14. Proceedings, NAIC (1940), pp. 158-60. However, government bonds and bonds 
of states and political subdivisions, with some exceptions, were permitted to be carried 


at the 1932 Convention values. The Commissioners continued to give special treatment 
to the bonds of political subdivisions through 1936. 


15. New York Insurance Report, Part I (1934), p. 48; Proceedings NAIC (1939), pp. 
127-28; (1946), p. 28. 
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of one of the four principal rating services.’* This ruling, though 
effective throughout a large segment of the life insurance business, 
introduced marked divergencies in bond valuation of the different 
states and it rendered the bond portfolios vulnerable to a large-scale 
shift of securities from the safety of amortization to all the uncer- 
tainties of market valuation. For the next twenty years valuation of 
securities reflected increasingly the theory that instant liquidation 
could be had and that only the best bonds selling close to or above 
par should be amortized for statement purposes. 

In 1939 Ernest Howe, chief financial advisor of the Insurance 
Section of the SEC and author of most of the government’s insurance 
testimony before the TNEC, criticized the insurance business be- 
cause of the discrepancy between the market prices of some bonds 
and the amortized values at which they were carried in the com- 
panies’ statements.’ The New York department, while firmly in- 
dorsing the principle of bond amortization, professed to see merit in 
Mr. Howe’s contention and added a price qualification to the rating 
test. The department ruled that in the absence of supporting evi- 
dence a bond would not be amortizable unles it sold or was quoted at 
more than 50 in each of the months September, October, and No- 
vember.’® 

The attention focused by Mr. Howe and the TNEC upon insur- 
ance company statements caused the NAIC also to undertake a re- 
view of amortization standards. Noting the wide differences in the 
practices of the various state departments, the Commissioners in 
1940 recommended for adoption by all state departments a slight 
modification of the 1939 New York ruling. Bonds were to be amor- 
tizable if they were rated in the first four grades by two of the agen- 
cies, in the first five grades by three of the agencies, or in the first 
five grades by two of the agencies, and in addition were priced at 55 
or better in each of the months, September, October, and November. 
The New York department indicated that it would “go along with 
whatever the Convention does.’’’® Although the NAIC standards are 
recommendations to be imposed as the departments see fit, they are 
generally adopted without reservation, and in 1940 a uniform stand- 
ard of amortization thus was re-established throughout the country. 

16. Circular letter addressed “To Companies under the Jurisdiction of the New York 
Insurance Department,” July 19, 1932. 


17. Ernest Howe, “A Policy Holder Looks at Investments,” Proceedings, Financial 
Section, American Life Convention (Spring Meeting, March 27-28, 1939), pp. 51-60. 


18. New York Insurance Report, Vol. I (1940), 34a—36a. 
19. Proceedings, NAIC (1941), pp. 66-67. 
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The next year the NAIC raised the price requirement to 60 for 
bonds falling within the first five rating grades of two of the rating 
services, and eliminated the other rating options.*° The price require- 
ment was abandoned in 1942 when the so-called “yield test” was 
introduced. This test provided that all bonds, even if they failed to 
pass the rating test, would be amortizable if their yields based on 
Association values in the current and preceding year did not exceed 
the yields on comparable maturities of fully taxable United States 
Governments by more than 3.90 percentage points. The yield test 
continued to be a major component of the valuation rules through 
1952, the spread being narrowed until in 1950 it amounted to only 
1.50 percentage points. The rating test asumed substantially its pres- 
ent form in 1942, limiting amortization to bonds falling within the 
first four rating grades.** 

In 1940 the New York department prepared a list of corporate 
bonds held by insurance companies, indicating which were amorti- 
zable, and it persuaded the NAIC to publish the list as a special 
pamphlet. These notations as to amortization were extended to in- 
clude municipal securities in 1942 and were incorporated in the Book 
of Valuations. The preparation of amortization data on municipals, 
however, proved unexpectedly difficult. There were large numbers of 
these securities, many of which were issued by small towns and were 
seldom traded or rated. In 1943 Moody’s Investors Service, which 
for several years had been compiling the Book of Valuations under 
contract, notified the NAIC that due to wartime conditions it would 
be unable to renew the contract for that year. The NAIC had formed 
a permanent subcommittee of the Committee on Valuation of Se- 
curities in 1942. It therefore delegated responsibility for the prepara- 
tion of the Book of Valuations to the subcommittee, and authorized 
the subcommittee to retain an executive secretary. L. A. Griffin, who 
for many years had been doing the valuation work as an employee 
of Moody’s and other statistical services, was appointed to fill this 
important post.” 

The decision to indicate whether or not bonds were amortizable 
led to increasing difficulties for the Commissioners and Mr. Griffin. 
The large and unexpected growth in the volume of direct placements 
caused the valuation problem to be viewed with much greater con- 
cern than it ever had been before. Since these securities are seldom 
traded, the rating agencies do not grade them. The subcommittee 

20. Ibid. (1941), p. 126. 


21. Ibid. (1942), p. 125. 
22. Ibid. (1941), pp. 124, 127; (1942), pp. 46-47, 126-27; (1943), pp. 46-47, 155-59. 
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thus had little to guide it in deciding which issues were amortizable, 
and for those that were not amortizable it had to make an appraisal 
without benefit of quoted prices. Moreover, most of the direct place- 
ments were being made in the manufacturing and industrial field, 
with which the subcommittee had had little previous experience. The 
Commissioners became fearful that issues not amply secured might 
be approved for amortization. 

In 1947 the subcommittee set up a yardstick for valuing directly 
placed preferred stocks. It selected a list of high-grade non-callable 
preferred stocks, computed the average yield at market and author- 
ized valuation at cost of all directly placed preferreds yielding at 
least as much as this average. Stocks yielding less than the average 
were to be reduced in price for statement purpuses so as to raise the 
yield to the level reflected by the average.** But, of course, the real 
problem was with the directly placed bonds and debentures, thou- 
sands of which were entering the life company portfolios. In an effort 
to cope with this problem, the subcommittee retained a technical 
staff of security analysts in 1949. Mr. Griffin as executive secretary 
headed the staff, and special legislation to provide financial support 
for the Valuation Committee was passed in the five eastern states 
where most of the large life insurance companies are domiciled.** 

Thus the valuation of securities, which had vexed the Commis- 
sioners and the companies for nearly half a century, at last was ripe 
for a thorough study. It was recognized that the technical staff re- 
tained by the subcommittee, much though it might do to improve 
the valuation procedure from an operations standpoint, could not 
remedy defects in the valuation principles. The life insurance busi- 
ness was too large and its investment activities too important to the 
economy to risk any loss of public confidence in the soundness of its 
over-all financial conditions as might happen if the valuation stand- 
ards continued to be modified to protect the companies in times of 
depression. What was needed was a new set of principles that would 
stand up regardless of business conditions. The companies with the 
approval of the Commissioners set to work to develop such principles. 


II. Tot HusBEtt PLAN 


Late in 1948 an All Industry Committee representing the life, fire, 
casualty, and surety branches of the insurance business, was formed 
to explore the possibilities of a uniform system of valuation for all 


23. Ibid. (1948), pp. 171-72. 


24. Ibid. (1949), pp. 515 ff.; (1950), p. 131. The five states were New York, New 
Jersey, Pennsylvania, Connecticut, and Massachusetts. Subsequently Nebraska and Ohio 
passed similar legislation. 
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kinds of insurance companies. This committee in turn delegated to 
a working subcommittee under the chairmanship of Frederic W. 
Ecker, then financial vice-president of the Metropolitan Life, the 
task of drafting a new set of valuation principles. It soon became 
evident that principles suitable to the life companies were not neces- 
sarily suitable to the fire and casualty companies, which had different 
requirements for liquidity, and eventually the All Industry approach 
had to be abandoned. However, much was accomplished, for the 
working subcommittee laid the foundations for what later became 
known as the “Hubbell Plan,” named after F. W. Hubbell, president 
of the Equitable Life of Iowa, who was chairman of the life insurance 
business’s Committee on Valuation of Assets. 

The Hubbell Plan is a milestone in the valuation question. Arguing 
that market fluctuations give no clear indication as to the ultimate 
losses of long-term investors, it proposed that bonds in good standing 
and dividend-paying preferred stocks be valued at amortized cost 
(or cost), and that losses be absorbed through reserves based on past 
investment experience. 

Under the plan it was provided that an annual increment of 1/20 
of 1 per cent of the investment value of bonds which were amortiz- 
able according to prevailing rules and high-grade preferred stocks 
(Class I securities) should be set aside to accumulate a loss reserve. 
For all other bonds not in default and all other dividend-paying pre- 
ferred stocks (Class II securities) the reserve accruals were to be 
at the rate of 1 per cent per year. Bonds in default and non-dividend- 
paying preferred stocks, as well as all common stocks, were to con- 
tinue to be valued at market and thus were not to be subjected to the 
revised valuation standards proposed by the companies. An over-all 
maximum of 1 per cent of Class I securities and 20 per cent of Class 
II securities was to be placed on the reserve. Until the maximum 
was reached all net realized profits were to be credited to the reserve, 
and only 50 per cent of net realized losses were to be charged 
against it.” 

In support of the plan it was emphasized that the financial char- 
acteristics of the life insurance business differed widely from those 
of individual and other institutional investors. It was argued in par- 
ticular that the long-term nature of life insurance contracts lends an 
unusual amount of stability to the business. Thus, when the Great 
Depression was reducing national income by 55 per cent from 1929 
through 1933, the amount of insurance in force declined by only 5 


25. Ibid. (1952), pp. 234-69. 
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per cent, and premium income by less than 1 per cent. Moreover, 
life insurance assets increased during every year of the depression. 

Not only is the cash inflow of the business unusually reliable, but 
factors affecting cash outgo change slowly. In every one of the de- 
pression years cash income exceeded cash outgo on an industry-wide 
basis. Life insurance funds flowed into the capital market when other 
investors were liquidating securities. Indeed, the companies served 
as a source of cash to many a policyholder pressed by the commer- 
cial banks and other creditors to redeem outstanding obligations. 

Despite the long-term nature of life insurance and its remarkable 
financial strength, the assets of the companies have, as we have seen, 
been valued for years on essentially a liquidating basis. Why value 
on a liquidating basis a business whose cash inflow has always ex- 
ceeded its cash outflow? And, moreover, a business whose invest- 
ments could not be liquidated at current market prices anyway? As 
the New York Superintendent of Insurance observed as early as 
1908: “The theory of a valuation upon a basis of market quotations 
is that instant liquidation of assets could be had, while it is a matter 
of common knowledge that quotations from a few sales of perhaps 
an insignificant quantity of bonds is no criterion whatever and a 
throwing into the market of the immense holdings of any one of the 
larger New York companies would utterly destroy any conceivable 
purchasing power.”*° 

Thus, it was pointed out in support of the Hubbell Plan, the real 
need of the life insurance business today is not for a high degree of 
liquidity—which the companies through their large cash inflows al- 
ready have anyway—but for a stable valuation basis which will pro- 
tect their accounting surpluses in periods of depressed business 
conditions. It has been established operating practice of the life in- 
surance companies to pay out their earnings regularly, retaining as 
surplus only those funds deemed necessary as essential reserves. The 
New York Insurance Law limits the surplus of mutual companies to 
10 per cent of their policyholders’ reserves. Similar limitations are 
in the laws of many other states. These laws are clearly predicated 
on a stability of asset values which cannot be attained if market 
prices are used for statement purposes. The companies did not ask 
to be relieved of the surplus limitation. Rather they argued for the 
use of stable asset values which would permit the regular and orderly 
payment of earnings in dividends. 

As an indication of how market valuation sometimes works, data 


26. New York Insurance Report, Part I (1908), p. 15. 
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compiled by the LIAA show that fifty-two insurance companies hold- 
ing 83 per cent of the assets of all United States life companies were 
required to write off $629 million in their bond account from 1929 
through 1942, although the actual losses during that period amounted 
to only $167 million. Evidence compiled by the Corporate Bond Re- 
search Project of the National Bureau of Economic Research indi- 
cates that market valuation characteristically overstates the losses 
that ultimately materialize on long-term corporate bond investment.” 

Thus the Hubbell Plan went back to the basic thinking of the 
majority of the Commissioners who supported the amortization of 
bonds in 1908 and fortified that thinking with provisions for the 
accumulation of reserves to absorb losses. The Commissioners, how- 
ever, after studying the plan were not prepared to accept it without 
reservation. Fundamentally, they had three reservations. In the first 
place, they questioned whether preferred stocks should be valued on 
an amortized basis, or indeed whether they could be so valued under 
the laws of many states. The companies conceded that there was 
room for large differences of opinion on the valuation of preferred 
stocks and it was agreed that other ideas should be explored for 
stabilizing preferred stock values. 

In the second place, it was noted that most state laws permit 
amortization of bonds only if the bonds are deemed “amply secured.” 
Some insurance departments hesitated to certify as to the security 
of bonds not amortizable under present standards until a substantial 
reserve had been accumulated. As will be recalled, the Hubbell Plan 
proposed placing these securities on an amortized basis while the 
reserve was being accumulated. Of course, as the history cited earlier 
in this paper shows, for many years bonds were amortized if they 
were not in default, and mo reserves were being accumulated. Fur- 
thermore, life insurance companies have no need to liquidate hold- 
ings. But the Commissioners hesitated to substitute the reserve 
accumulations proposed by the companies for the amortization 
standards developed since 1932. Action was deferred, therefore, in 


27. See my short article in Banking (December, 1952), pp. 48-50, which sets forth 
some of the results of the Corporate Bond Research Project as they bear on the valu- 
ation question. The project shows that market losses in 1940 on some $10 billion face 
amount of bonds in default or below rating (i.e., not amortizable) amounted to more 
than $5 billion whereas the ultimate losses when the project closed its books in 1944 
were less than $2 billion. These data were made available to the Life Insurance Associ- 
ation and the Insurance Commissioners for study of the valuation question through the 
courtesy of the National Bureau of Economic Research and Dr. W. Braddock Hickman, 
the director of the Bureau’s Corporate Bond Rsearch Project. The difficulties inherent 
in the use of market value for valuation purposes are brought out by H. G. Fraine in his 
excellent article, “The Valuation of Security Holdings of Life Insurance Companies,’ 
Journal of Finance (June, 1951), pp. 124-38. 
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so far as the asset side of the balance sheet was concerned, and the 
industry was urged to work out an acceptable plan of asset stabiliza- 
tion with the technical staff of the Commisioners’ Valuation Com- 
mittee. 

In the third place, one of the key features of the Hubbell Plan 
was the accumulation of a loss reserve at a rate which would com- 
fortably cover losses over the long term. The actual losses on all cor- 
porate bonds issued and extinguished from 1900 to 1944, as shown 
by the Corporate Bond Research Project, was .05 per cent per year. 
The corporate bond portfolios of the life insurance companies are 
known to be of higher quality than the bond universe covered by the 
National Bureau. Moreover, the Hubbell Plan proposed the ac- 
cumulation of an annual reserve of one-twentieth of 1 per cent on 
both top-grade corporates and Governments, and in addition a 1 
per cent reserve on second-grade corporates. The Commissioners felt 
the need to. build up reserves as fast as possible. They therefore 
limited Class I to top-grade bonds, expanded the definiton of Class 
II to include not only all other bonds not in default but also all 
stocks, and also required that all net profits whether realized or un- 
realized be credited to the reserve. These modifications meant that 
preferred and common stocks would have to accumulate a 1 per 
cent reserve annually and furthermore that surplus would have to 
absorb 50 per cent of the net decline in the market values of un- 
amortizable securities with no offset from the years when net in- 
creases occurred. It seemed to the companies that the reserve pro- 
posal in the Hubbell Plan was scientificaly sound but the immediate 
importance of fashioning a more stable valuation system overrode 
many other considerations. The industry representatives decided to 
go along with the reserve ideas of the Commissioners. 

For 1951 statements, then, the reserve principle was approved, 
but the old valuation standards were continued in use. And so it was 
that in early 1952 the discussions with the Commissioners’ technical 
staff began toward working out a mutually acceptable system for 
stabilizing bond values. It was decided that the stock valuation prob- 
lem should be postponed until a satisfactory solution for bonds 
could be reached. 


III. THE New Bonp VALUATION TEstTs 


As the discussions progressed it became clear that the Com- 
missioners were willing to accept the view that the big majority of 
bonds held by life companies could safely be carried at amortized 
cost provided adequate loss reserves were established. They felt, 
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however, that there was a “fringe” of bonds which, although not yet 
technically in default, showed signs of weakness and prospective 
default. The job then became one of determining certain tests de- 
signed to screen off the fringe bonds. Throughout most of 1952 the 
industry and the technical staff investigated various screening stand- 
ards. Ultimately two sets of tests were drawn up, one by the indus- 
try and one by the Commissioners’ technical staff, and were sub- 
mitted to the Commissioners for their consideration. 

As I look at these tests in retrospect, I am impressed with the 
extent of agreement that was reached in the final stages of the 
negotiations. Although at the time the differences seemed important, 
they all but disappeared in practical application. The Commissioners 
requested thirty companies to apply both tests to their 1951 state- 
ments. Except for railroad bonds, where the technical staff tests 
were too stringent, they seemed to work well. Accordingly, test No. 
2 for railroads was revised, a rating test was introduced, some modi- 
fications in language were adopted, and the new standards were 
approved for 1953 statements. Indications were that with these ad- 
justments only .3 of 1 per cent of the value of corporate bonds held 
in 1951 by the companies tested would have been unamortizable, 
as compared with about 2.1 per cent under the 1951 resolutions. 

Now let us see what the new tests provide, and what they can be 
expected to accomplish. I am going to highlight the essentials and 
omit many special provisions dealing with exceptional situations. 

As approved by the Commissioners, corporate bonds will be amor- 
tizable for 1953 statements if they pass test No. 1 or test No. 2, or 
if they are otherwise designated as amortizable by the NAIC. Gov- 
ernment bonds and state and municipal securities continue under 
the old standards. 

Test No. 1 is designed to dispose of the great bulk of high-grade 
corporates carried in life company portfolios. This test provides that 
any corporate obligation included in one of the four highest rating 
grades by any one of the recognized rating services will be eligible 
for amortization. For bonds failing the rating test or for which no 
ratings are available, test No. 1 has two sections, an earnings re- 
quirement and a balance sheet requirement. Fixed charges must be 
covered by earnings on the average at least 14 times over the last 
five years and also at least 1} times in either of the last two 
years; and long-term debt (i.e., over one year) must not ex- 
ceed a specified proportion of total capitalization, the proportion 
ranging from 50 per cent to 75 per cent depending upon the industry. 
Industrial companies have the option of meeting the long-term debt 
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ratio, which for them is 50 per cent, or of showing working capital 
equal to 100 per cent of long-term debt. 

Although it takes a little time to spell this out it can be seen that 
test No. 1 is easy enough to apply. Bonds which pass the rating test 
can be checked off immediately. On others, once the necessary work 
sheets are set up, inspection will show whether the bond passes or 
fails. The records can be kept up to date in the case of the earnings 
test simply by dropping a year and picking up an additional year. 

Test No. 2 is applied to the bonds which fail test No. 1. In the 
case of the railroads, this test requires that fixed charges must be 
covered by earnings at least one time on the average over the last 
five years and at least one time in either of the last two years. In 
addition, current assets must be equal to at least 125 per cent of 
current liabilities. 

In the case of public utilities and industrial and miscellaneous 
obligations, fixed charges must be covered at least one time on the 
average over the last five years or at least one time in either of the 
last two years. In addition, either net income plus depreciation and 
other reserves in each of the last five years must have been equal 
to mandatory principal payments and sinking fund requirements, or 
working capital must be equal to 100 per cent of long-term debt. 

In addition to tests No. 1 and No. 2 there are “exceptions” which 
include equipment trust obligations, leased lines and terminal ob- 
ligations, and obligations of religious and other non-profit institu- 
tions. The statistical tests for these obligations give recognition to the 
special nature of these loans. There is no test No. 2 for the “excep- 
tions” —those fa2i.ing to pass are not amortizable, unless otherwise 
ruled under the discretionary powers of the subcommittee, and are 
required to accumulate a 1 per cent reserve annually. 

Thus, bonds passing either test No. 1 or test No. 2 are eligible for 
amortization, but other bonds failing these tests or in default must 
be carried at merket (except, of course, for those which the Com- 
missioners’ subcommittee may at its discretion deem to be amor- 
tizable). Moreover, only bonds passing test No. 1 accumulate re- 
serves at the lower rate of one-twentieth of 1 per cent of their state- 
ment value per annum up to an eventual maximum of 1 per cent. All 
other bonds and stocks must accumulate a reserve of 1 per cent per 
annum up to an eventual maximum of 20 per cent. 


IV. APPRAISAL OF THE TESTS 


What has been accomplished by the new standards? Is it not still 
true that a period of depressed business conditions may cause large 
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numbers of bonds to fail test No. 2, leaving it up to the Commis- 
sioners—just as in the past—to devise new standards to protect the 
companies’ surpluses? And will not many of these bonds be direct 
placements which the technical staff will have to analyze individually 
for statement purposes? 

These questions cannot be answered with a categorical “no,” but 
the prospects at least are favorable that the new standards will make 
a real contribution to solving the bond valuation problem. In the first 
place the tests seem to be consistent with the objective of passing as 
amortizable all but a small fringe of bonds which show definite signs 
of trouble ahead. (It will be recalled, of course, that the establish- 
ment of reserves justifies this.) Take, for example, an industrial 
obligor who has failed test No. 2. That means he has failed to cover 
his interest charges even one time in both of the last two years, or 
either has been unable consistently to draw into his treasury enough 
cash to meet his mandatory principal payments or has more long- 
term debt than working capital. The chances are pretty good that 
if this company is not already in default it soon will be. 

It is important to keep an open mind about the tests, remember- 
ing that they will be subject to change in the light of experience. In 
principle the question is whether it is possible to develop statistical 
standards that will come close most of the time on most of the bonds 
to the dividing line between good standing and default. Both the in- 
dustry representatives and the technical staff think the tests are a 
decided improvement over the standards previously in use. They are 
hopeful that even major declines in business activity can now be 
negotiated without a large-scale shift of bonds into the unamortizable 
class, or a hasty change in amortization standards. The reserves 
give the assurance that losses will be covered. The companies, more- 
over, now know what ratios are being used on both their quoted bonds 
and their direct placements, and are in a position to inform them- 
selves much more accurately on the behavior of their portfolios, from 
the standpoint of their annual statements, under depressed business 
conditions. 

Secondly, the progress made on the new bond standards has opened 
the way for developing stable standards for the valuation of pre- 
ferred and common stocks. The companies of course know that they 
cannot expect the same asset stability from stocks as from bonds, al- 
though in theory it would seem to be possible if adequate reserves 
were accumulated. The industry is tentatively of the opinion that 
stocks should be recorded substantially at market values over the 
long run and that these values should be fully reflected in surplus. 
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However, the rate of change in values from year to year should be 
smoothed out, thus reducing the exposure of surplus to unpredict- 
able and transitory influences of the market place. Moving averages 
and the weighting of market values with book values or cost are 
some of the possibilities that are presently being considered within 
the industry. If stabilization principles along those lines can be 
worked out, the impact of unrealized losses on surplus of course will 
be very much reduced, and it may be that the companies then will 
no longer be required to accumulate the fluctuation reserves approved 
by the Commisioners two years ago. With respect to the latter, I 
am referring to the fact that the reserve provisions require that 100 
per cent of net capital gains, both realized and unrealized, be placed 
in the reserve, with only 50 per cent of net capital losses (realized or 
unrealized) to be absorbed by the reserve. With preferred and com- 
mon stocks still valued at market, only half of realized and un- 
realized losses can be met by the reserve, the rest constituting a 
drain on surplus. Thus, the importance of prompt action to obtain 
more stable valuation for preferred and common stocks is evident. 

In the third place the new standards remedy some serious eco- 
nomic shortcomings evident in the liquidating value approach in use 
since 1932. Under the liquidating value approach the normal risks of 
investment were compounded by uncertainties as to how borderline 
direct placements would be valued, what ratings would be placed on 
quoted bonds, and what prices would be likely to prevail in the 
market. Were this system to be continued in use during a prolonged 
period of business decline, the large cash flows of the life insurance 
business very likely would be invested in United States Governments 
and commitments of comparable quality even if that meant rigorous 
bidding for the limited supply of top-grade mortgages and securities. 
Much of the stabilizing value of life insurance investing might be 
lost to the private economy under such circumstances. 

Under the new standards a much freer flow of funds can be 
anticipated and I take it that we are all in agreement that a free 
flow of funds into the non-governmental segments of the capital 
market in time of depression would benefit the country as a whole. 

My approval of the new standards is based on what was ac- 
complished in the way of steady and consistent investment of life 
insurance funds from 1929 to 1932, when in practice all bonds not 
in default were amortized for statement purposes. Of course, the 
companies were concerned for the safety of many of their invest- 
ments, some of which they feared might fall into default. However, 
they did not have to reckon with the possibilities of a large-scale 
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shift of bonds prior to default into the unamortizable class. The com- 
panies therefore could continue to look to the long term in their in- 
vestment policies, and the statements show that they did indeed 
provide the capital market with a source of liquidity it could not 
obtain from any other major investor. 

At the end of 1929, 52 per cent of life company assets exclusive 
of policy loans were invested in mortgages (including real estate) 
and 33 per cent in the securities of business and industry. State and 
municipal bonds accounted for 6 per cent, United States Govern- 
ments for 2 per cent, and cash for 1 per cent. Of the net new assets, 
exclusive of policy loans, obtained by the companies from 1929 
through 1932, mortgages (including real estate) accounted for 26 
per cent and the securities of business and industry for 32 per cent. 
State and municipal bonds accounted for 16 per cent, cash for 9 
per cent, and United States Governments for 6 per cent. It should 
be noted, parenthetically, that although 9 per cent of the net in- 
crease in assets from 1929 through 1932 went into cash, at the end 
of 1932 cash still only amounted to less than 2 per cent of assets. 

Thus, during this depression period the companies furnished about 
the same proportion of their new funds to business and industry as 
they had been investing during the twenties. The sharp decline in 
the demand for mortgages forced the companies to look for other 
investment outlets which they quickly found among state and muni- 
cipal authorities, whose requirements for funds during this period 
were heavily underwritten with life insurance savings. The changes 
in the utilization of insurance company funds did not evidence a 
withdrawal from sectors of the capital market where a valid demand 
for funds existed. 

We must, I think, be prepared to see a limited contraction of life 
insurance investing in the private economy in times of prolonged 
depression. It is well to remember that the federal Treasury will 
operate at a deficit during such a period and consequently will be 
offering new bonds for sale. An increase in cash retention probably 
will be necessary in order to have on hand enough money to meet the 
current demands of policyholders for loans and surrenders. 

From a valuation standpoint the new rules put the companies 
in much the same position they occupied during the Depression, 
when they seem to have been the only large-scale lenders consistently 
furnishing funds to the capital market. Looking ahead to the role 
the life companies might play in a stubborn recession, I would ex- 
pect a moderate decline in investible funds, a somewhat greater 
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concentration in prime securities, and some increase in cash accumu- 
lation, but no drastic modifications in investment policy—in other 
words, about the same experience we had from 1929 to 1932. 


CoNCLUSION 


This concludes my description of the valuation rules used in the 
life insurance business, the history of these rules, and my appraisal 
of their financial and economic significance. We have come a long 
way on the valuation of securities since 1948, when the All Industry 
Committee first attempted to develop a better and more consistent 
philosophy of valuation for statement purposes. Bond valuation 
seems now to have been substantially freed from the liquidating 
value philosophy dominant since 1932. The next step is the develop- 
ment of a workable system of asset stabilization for preferred and 
common stocks. There are also some obvious but perplexing difficul- 
ties in the operations of the mandatory security valuation reserve. 
I feel confident that a basis for more stable valuation of stocks will 
be developed in the near future and that, as experience indicates nec- 
essary revision of the reserve formula, this revision will be made. 








MAJOR TRENDS IN THE MARKET FOR 
TAX-EXEMPT SECURITIES*' 


GEorRGE E. LENT 


United States Treasury 


FEDERAL TAX EXEMPTION of income from government securities has 
long characterized the federal tax system. Such exemption has been 
granted not only to income from state and local securities since 
1913 but has also been provided for federal securities at various 
times and even to obligations of quasi-private businesses such as 
farm-loan banks. I propose to discuss briefly, with particular refer- 
ence to state and local securities, the effect of the exemption on the 
investment policies of individuals and investment institutions since 
the beginning of the federal income tax in 1913. 

I should like to review first the major sources of supply of tax- 
exempt investments since 1913. 

Until 1940 the federal government provided tax exemption for 
its own obligations. This policy dated back to the Civil War but was 
of little significance until the First Liberty Loan was issued during 
World War I. Amounting to about $1.8 billion, this was the federal 
wholly tax-exempt issue of major consequence during the war, al- 
though additional short-term tax-free notes were issued shortly 
thereafter. Most of the wartime borrowing was accomplished by 
partially tax-exempt issues; these were exempt only from normal tax 
except for the first $5,000 principal amounts upon which interest was 
wholly exempt.” 

In 1928 the Treasury recommended authorization of securities 
which would be free of surtax as well as normal tax on the plea 
that full tax exemption would equalize the market advantages en- 


*This paper by George E. Lent and the following two, by Arnold M. Soloway and 
James A. Maxwell, were presented at a meeting of the American Finance Association 
in Washington, D.C., on December 28, 1953. The program was under the chairmanship 
of Kenyon E. Poole, Northwestern University. 


1. This paper is based largely on a study of tax-exempt securities conducted by the 
author at the National Bureau of Economic Research. The views expressed do not 
necessarily reflect those of the Treasury Department, with which he is associated. _— 

2. Surtax exemption, conditional upon original subscription to and continuous hold- 
ing of the securities, was also provided for up to $155,000 principal amount of other 
issues held in certain ratios. The greater part of this surtax exemption expired by July, 
1923; the balance expired in July, 1926, except for $5,000 principal amount. 
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joyed by state and local securities and would encourage a wider 
distribution of ownership of the public debt among individuals. 
Largely because of the higher normal tax rate levied on corporations 
at the time, partially tax-exempt issues were gravitating into the 
hands of commercial banks. The Congress limited surtax exemption 
to short-term obligations, however, leaving long-term bonds only 
partially tax exempt. Between 1929 and 1936 federal tax-free obliga- 
tions rose to a peak of about $15 billion. 

With the outbreak of World War II and the necessity of financing 
a large defense program, the federal government definitely renounced 
further exemption of its own future issues by passage of the Public 
Debt Act of 1941. This step was initiated by the Treasury toward 
the end of 1940 in the interest of tax equity and apparently in the 
hope of favorable consideration of the pending Brown bill to end 
exemption of state and local issues. At present there remain out- 
standing $6.7 billion federal partially tax-exempt bonds and $124 
million wholly tax-exempt obligations. It will not be until 1961, at 
the earliest, that these can be retired. 

In 1916, the federal government provided tax exemption for 
obligations issued under the Federal Farm Loan Act as a means of 
encouraging low cost financing for farmers. Exemption applied not 
only to obligations of the federal farm-loan agencies and inter- 
mediate credit banks, but also to those of privately owned joint- 
stock land banks chartered under the Act. The tax-free obligations 
of all of these agencies never reached more than $2} billion, of 
which only $1.8 billion was privately owned. This exemption also 
expired with the Public Debt Act of 1941, and the last of these 
obligations was retired in 1945. 

The postwar upsurge in state and local borrowing has again 
focused attention on municipal securities which have been exempt 
since the enactment of the federal income tax in 1913. Although 
failure to recognize the constitutional immunity of states from 
federal taxation was partly responsible for the invalidation of the 
federal income tax of 1894, in the Pollock case,* many believed that 
this barrier was removed by the income-tax amendment to the Con- 
stitution approved in 1913. In order to avoid further controversy 
over this issue, however, the first income-tax act provided for the 
exemption of interest on state and local securities. 

Gross state and local obligations rose from $4.5 billion in 1913 
to a prewar peak of $20 billion in 1940. After dropping to less than 


3. Pollock v. Farmers’ Loan and Trust Company, 157 U.S. 429 (1895); 158 USS. 
601 (1896). 
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$16 billion in 1946, they have since reached over $32 billion in June, 
1953. The total volume has thus doubled in the seven years since 
the end of the war. This represents the sharpest rate of increase 
on record. 

Although the present volume of state and local issues greatly 
exceeds past levels, it falls short of the 1936 record of all outstanding 
wholly tax-exempt issues—federal, state, and local—of $364 bil- 
lion. It is even lower on a per capita basis, and lower still if adjusted 
for the higher price level. If the present rate of increase continues, 
however, a new record will be established. 

Numerous attempts have been made to repeal the tax exemption 
of state and local securities. During the 1920’s these attempts cul- 
minated in the Green resolution of 1923 and 1924 for a constitu- 
tional amendment, which failed of enactment. More recently, in 
1938, a special Senate committee was establised to study the ques- 
tion of taxing both government salaries and securities without a 
constitutional amendment. At this time the decision in the Port of 
New York Authority case* favorable to the federal government re- 
moved possible constitutional obstacles to the taxation of salaries 
of state and local governments and led to passage of the Public 
Salary Tax Act of 1939. After extensive hearings on tax-exempt 
securities, a bill to tax future issues, the Public Bond Tax Act of 
1940, was defeated by the Senate 44 to 30. 

During the war, continued efforts were made to repeal tax ex- 
emption. The revenue program for 1942 included a proposal to tax 
not only future, but also all outstanding issues, but this move was 
rejected by both houses of the Congress. At the same time, in 1941, 
the government instituted suit against certain bondholders of the 
Port of New York Authority, which was intended ultimately to es- 
tablish that the federal government had the constitutional right to 
tax income from state and locai securities. However, the courts up- 
held the exemption of Authority bonds under the Internal Revenue 
Code and the Treasury was blocked in the next step it intended of 
challenging their constitutional immunity.® 

Following the end of the war the tax-exemption issue lay dormant 
until 1949. At that time, the Housing Act of 1949, as originally in- 
troduced, provided for the taxation of future issues of local housing 
authority bonds, but this provision was deleted by the Senate and 
was not restored. These obligations now total about $24 billion and 


4. Helvering v. Gerhardt (1938) 304 U.S. 405; rehearing denied, 59 Sup. Ct. 57. 


5. Shamberg v. Commissioner, 3 T.C. 131, Jan. 28, 1944; 144 F. 2d 998 (1944) 
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represent about 8 per cent of all state and local issues. They are 
direct obligations of local housing authorities, chartered under state 
law, but the federal contract pledged for payment of principal and 
interest makes them virtually equivalent to federal guaranteed 
obligations. The federal government, although it has eschewed ex- 
emption for its own obligations since 1940, has thus approved tax 
exemption for securities which are nominally local obligations but 
which in effect are backed by its own full faith and credit. 

Finally, in 1951, the Treasury urged again that the Congress 
make interest on future issues of state and local securities subject 
to federal taxes, with authorization for state and local taxation of 
federal issues on a reciprocal basis. After two days of hearings be- 
fore the Committee on Ways and Means, this proposal was 
dropped. 


TRENDS IN THE INSTITUTIONAL OWNERSHIP OF STATE 
AND LocaL SECURITIES® 


The market for state and local securities has undergone a radical 
change over the last forty years or so. Not only has the relative role 
of the principal types of investment institutions changed but the 
relative importance of the various types of investments available 
to them has also changed. Most important, however, has been the 
transformation wrought in the tax structure and tax rates affecting 
individuals and different investment institutions. 

It should be noted first that holdings by state and local sinking 
funds and trust funds of state and local securities were fairly well 
stabilized during the 1920’s at around 20 per cent of the gross 
amount outstanding. These holdings then dropped to around 15 
per cent during the mid-thirties, principally because of the cancella- 
tion of bonds held by New York City sinking funds. Government 
ownership, including holdings of the federal government since 1933, 
then rose to a high of about 25 per cent during the war. Since then 
the higher yields on federal securities have encouraged a shift to 
investment in Governments with the result that state and local owner- 
ship of Municipals has declined to around 15 per cent of the gross 
supply. 

At the time of the introduction of the federal income tax in 1913, 
mutual savings banks held over one-fifth of all privately owned 


6. Estimated holdings of state and local securities by government, private corpora- 
tions and institutions, and individuals are based on a forthcoming publication of the 
author: The Ownership of Tax Exempt Securities, 1913-1952 (Washington, D.C.: Na- 
tional Bureau of Economic Research, Inc.). 
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municipal securities. By 1945 they accounted for less than 1 per 
cent of the total. These institutions were completely tax exempt 
until the Revenue Act of 1951 imposed the corporation income tax 
on their income in excess of dividends and certain amounts placed 
in reserves. It was clearly against the advantage of such tax-exempt 
institutions to hold tax-free securities as their yield in comparison 
with that on taxable investments declined. The 1951 tax provision 
has since revived the interest of some savings banks in municipal 
securities. 

Although fraternal benefit societies have also been exempt from 
federal income tax, they have shown less flexibility in their invest- 
ment policies. Their share of the market rose to as high as 44 per 
cent in the mid-thirties and has never been less than 24 per cent. 

Holdings of life insurance companies declined to around 3 per 
cent of total private holdings in 1928. At that time, in the National 
Life Insurance Company case,’ the Supreme Court invalidated a 
provision of the Revenue Act of 1922 which indirectly imposed tax 
on their income from state and local securities. After invalidation 
of this provision, insurance companies enjoyed a “double deduction” 
for interest on state and local securities: such interest was not only 
now excluded from their gross income, but it was also deducted from 
the standard allowance of 4 per cent for interest on policy reserves. 
Life insurance companies then acquired a new interest in tax-exempt 
securities and their holdings rose to almost 15 per cent of the total 
in 1941 and 1942. At that time—1942—the Congress provided a 
new formula for taxing life insurance companies which eliminated 
the so-called double deduction of tax-exempt interest. Following this 
change their holdings declined to around 4 or 5 per cent of the total. 

Non-life insurance companies never accounted for more than 2 
or 3 per cent of municipal bonds until very recently when their in- 
vestments suddenly rose to over 6 per cent of total private holdings. 
Although mutual companies have always been taxed in accordance 
with a special formula, stock companies, which account for the pre- 
ponderance of the business, have always been subject to the cor- 
poration income tax. 

Commercial banks, the only class of institutional investors fully 
subject to the federal corporation income tax—with few exceptions— 
have played the most prominent role in the tax-exempt market. 
They are also, of course, important underwriters and dealers. Their 
importance in the municipal bond market has tended to parallel the 
level of corporation tax rates. Following a slight decline after World 


7. 277 US. 508. 
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War I to 13 per cent of the total in 1923, holdings of commercial 
banks have steadily increased to over 40 per cent of privately held 
municipal securities at present. Although the rising federal tax rate 
may largely explain the increased concentration of holdings in com- 
mercial banks, the availability of investible funds has been an im- 
portant contributing factor. 

Business corporations, including other financial companies, have 
never been important investors in municipal securities. In recent 
years they have accounted for 3 to 5 per cent of the total. 


TRENDS IN INDIVIDUAL HOLDINGS 


One of the most significant trends that has taken place in owner- 
ship of municipal securities has been in the holdings of individuals. 
During the first half of the period under review—until 1932—indi- 
vidual holdings increased from less than one-half to about two-thirds 
of the privately held total. Since then they have steadily declined 
to slightly over 40 per cent of the total. Whereas individual holdings 
at the turning point, 1932, were more than four times those of com- 
mercial banks, they are now rivaled in importance by bank in- 
vestments. 

In absolute terms, individual holdings of municipal securities 
dropped from a peak of around $11 billion in 1932 to a low of $7 
billion at the end of the war. Since then they recovered to around 
$103 billion in 1952. The decline in individual ownership of all tax- 
free securities, including federal issues, was of course even greater— 
from around $16 billion in 1932 to $7 billion in 1946. 

Because of graduated personal income tax rates it has always been 
assumed that the ownership of municipal bonds is highly concen- 
trated among those in the high-income groups. This assumption is 
confirmed by ownership data reported on income-tax returns during 
the years 1923 to 1941. Estimates for 1941, for example, indicate 
that the upper 1 per cent of the population accounted for about 
two-thirds of total individual investments in state and local securities. 
The upper one-quarter of 1 per cent probably accounted for about 
60 per cent of the total. 

The effect of individual income-tax rates on the concentration in 
individual ownership of tax-exempt securities is shown by the shifts 
in ownership between 1923 and 1941. Income-tax data evidence a 
gradual decline in concent-ation between 1923 and 1932, which 
accompanied the lowering of income-tax rates from their post-— 
World War I high. Between 1932 and 1941 the rising level of in- 
dividual income-tax rates appears to have been reflected in a gradual- 
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ly increased concentration of ownership. More recently, however, the 
rapid rate of increase in new issues and other factors may have more 
or less saturated the market at the peak of the income pyramid and 
resulted in a somewhat broader distribution. This conclusion tends 
to be supported by the recent narrowing of the interest differential 
with respect to taxable securities, discussed below. 

Statistics of estates subject to federal death taxes also confirm 
the highly concentrated ownership of tax-exempt securities. The 
proportion of estate investments represented by wholly tax-exempt 
securities increases significantly with the size of estates. Over the 
period of 1942-49, for example, wholly tax-exempt securities ranged 
from an average of 1.7 per cent of the gross value of estates be- 
tween $100,000 and $200,000 to 18.6 per cent of estates over $5,000,- 
000. Figures for individual years show even greater variations. 

There is no evidence, however, that the attractiveness of tax- 
exempt securities has limited, in general, the ownership of cor- 
poration capital stock by those with larger incomes. Ownership of 
stock has, in fact, remained a much larger and more stable proportion 
of large estates than tax-exempt issues. During the period 1922-39, 
the value of capital stock in all estates above $100,000 averaged 
43.3 per cent of gross estates, compared with 5.8 per cent of wholly 
tax-exempt securities. Despite an increase in the proportion of wholly 
tax-exempt securities to an average of 12.2 per cent during the period 
1934-41, the value of capital stock actually increased slightly to 
44.8 per cent. During the years 1942-49 capital stock investments 
accounted for 43.2 per cent, while tax-exempt investments declined 
to 7.0 per cent. 

There is evidence, however, of a redistribution since the 1920’s in 
the relative importance of wholly tax-exempt securities and capital 
stock among estates of different size class. Holdings of wholly tax- 
exempt securities by the largest estates have tended to increase 
in relative importance, whereas ownership of capital stock has de- 
clined relatively. Offsetting movements took place in the holdings 
by smaller estates, the capital stock investments of which became 
increasingly important and tax-exempt investments of less 
importance. 


THE INTEREST DIFFERENTIAL AND DECLINE 
IN INDIVIDUAL OWNERSHIP 


It is interesting to speculate as to why the role of individuals 
in the market for tax-exempt securities has declined since 1932. This 
question is all the more intriguing because the sharp rise that has 
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taken place since then in the level of individual tax rates would be 
expected to encourage an even greater interest in tax exemption 
by individuals. 

Since the counterpart to the declining role of individuals has been 
the increased share of commercial banks, the explanation would 
in large part appear to be found here. Commercial banks represent 
the largest class of institutional investors in municipal bonds which 
is fully subject to federal corporation tax rates. Mutual savings 
banks have been fully tax exempt until very recently, and life in- 
surance companies have long been taxed by special formulas. The 
only other major class of institutional investors fully subject to cor- 
poration tax rates are stock casualty, fire, and marine insurance 
companies. 

The rising level of corporation tax rates has paralleled that of 
individuals. During the 1920’s the corporation rate did not exceed 
134 per cent. Since then the combined corporation normal and sur- 
tax rate has increased to 52 per cent in 1952. For a period of nine 
years—between 1942 and 1950—it ranged between 38 and 42 per 
cent. Although commercial banks have been little affected by them, 
wartime and post-Korean excess profits taxes have brought cor- 
poration marginal rates to over 80 per cent. 

Taxable corporations, such as commercial banks, have thus found 
it advantageous to invest in tax-exempt securities. Since municipal 
bond interest is completely ignored for tax purposes, with no alloca- 
tion of investment expenses, banks have been able to employ them 
successfully as a hedge against the rising trend of tax rates. The 
withdrawal of the federal government from the use of tax-exempt 
securities—both short-term wholly tax exempt and partially tax 
exempt—has tended to accelerate this process. 

It is important to note, however, that the period since 1932 has 
been characterized generally by an excess of bank reserves. Signif- 
icant increases in bank holdings of tax-exempt securities appear to 
have accompanied periods of excess investible funds which make 
their purchase possible. The fact that banks are also important 
dealers and underwriters in municipal securities has probably also 
contributed to greater investment interest. 

It is difficult, of course, to isolate the effects of the various market 
factors bearing upon the size of the interest differential between tax- 
exempt and taxable securities of comparable maturity. The height 
and degree of graduation in income tax rates, the relative supply 
of competing types of investments, the relative attractiveness of 
safety and speculative gain, the credit policy of the federal govern- 
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ment, may all play a part. Imperfections of the market and market 
prejudices are also sometimes significant. For example, securities 
of local housing authorities, whose income is virtually guaranteed 
by the federal government, frequently sell at yields only slightly 
below yields on comparable federal bonds, despite their tax exemp- 
tion. On the other hand, it is known that yields on high-grade mu- 
nicipal bonds were generally below those on corporation securities 
even before the introduction of the federal income tax in 1913. 
It seems clear, however, that the level of the federal corporate 
tax rate has been fairly well correlated with the interest differential 
of tax-exempt securities with respect to comparable taxable cor- 
poration bonds. The many imponderable factors involved make it 
difficult to measure such differential with any high degree of accuracy. 


During the latter 1920’s the yield differential on high-grade munici- | 


pal securities was around 13 or 14 per cent below that on com- 
parable corporation bonds. By 1940, when the corporate rate was 
24 per cent, the differential rose to around 25 per cent. During the 
war it increased to over 50 per cent of that on taxable securities, 
and then dropped to around 40 per cent during the postwar period. 
One of the most interesting recent developments has been the 
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comparative decline in municipal bond prices since the middle of | 


1952. Although prices for all outstanding bonds dropped over this 
period, the decline in prices of municipals has been greater than that 
of comparable corporate bonds. As a result, within a year yields on 
high-grade municipals dropped from an average of around 40 per 
cent below yields on taxable securities to less than 25 per cent below. 
Narrowing of the yield differential apparently did not reflect any 
current or prospective change in tax rates, which would not occur 
until 1954 at the earliest. It does appear to have reflected, however, 
the interaction of the expanding supply of tax-exempt securities, at 


a net increase of over $3 billion a year, and the stiffening money | 


market which left municipals in a less favored position than other 
types of investments. This experience evidences the comparatively 
narrow market for tax-exempt securities, resting heavily on com- 
mercial banks and high income groups, which leaves their prices 
more than ordinarily exposed to changes in tax rates and credit 
conditions. 

The rise in the general level of the yield differential since the early 
1930’s apparently has been accompanied by a more highly dif- 
ferentiated market for tax-exempt securities. Their increasing con- 
centration in the hands of commercial banks has been accompanied 
by a declining investment interest on the part of mutual savings 
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banks, which were exempt from federal taxes until 1952, and life 
insurance companies, which have been taxed by different formulas. 
As indicated above, the sharp increase in demand by taxable casual- 
ty and fire insurance companies has been one of the more significant 
market developments in recent years. 

Of greatest interest, however, is the probable effect of the yield 
differential on the individual market. During the 1920’s the narrow 
yield spread appears to have been accompanied by a comparatively 
broad individual market for tax-exempt securities. Although there 
was substantial concentration in ownership among high-income 
groups at that time, this concentration appears to have diminished 
with the decline in individual tax rates. After 1932 or so, however, 
the increase in the interest spread which accompanied higher federal 
tax rates has probably tended to narrow the individual market. This 
factor may largely account for the declining share of individuals in 
the total, despite a somewhat high level of individual income-tax 
rates. 








ECONOMIC ASPECTS OF THE 
BRITISH PURCHASE TAX 


ARNOLD M. SoLoway 
Harvard University 


THE ECONOMIC ASPECTS of the British Purchase Tax have varied 
considerably during the thirteen years since it was first introduced 
in wartime Great Britain. Not only have changing economic circum- 
stances altered its operational significance, but its design also has 
been changed repeatedly to better fit it for the various functional 
roles it has been given in Britain’s over-all economic policy. Thus, 
aside from the currently revived interest in all forms of sales taxa- 
tion, the flexible way in which the Purchase Tax has been used in 
a succession of critical economic problems adds considerable interest 
to it as a tool of economic control. 


BRIEF SUMMARY OF THE PURCHASE TAX IN 
THE War PeErtiop, 1940-45 


The original Purchase Tax proposal, made by the Conservative 
government in May, 1940, called for a high-rate sales tax levied at 
the wholesale stage on all goods except essential foods, drinks, food- 
stuffs, and items such as beer and tobacco which were already sub- 
ject to high specific excises. But, despite the extreme gravity of 
Britain’s military and economic situation in 1940, awareness of the 
tremendous potential impact of wartime fiscal policy on the eco- 
nomic and social structure brought forth vehement parliamentary 
opposition—especially because of the extreme and obvious regres- 
sivity of the proposed tax.’ Therefore, in order to obtain the neces- 
sary broad-base political support for a new tax which could help in 
the fight against inflation, the Treasury revised the original proposal 
so that the all-important regressivity argument, and several other 
objections, were largely vitiated.? Thus, the Purchase Tax, which 

1. For a brief discussion of the origins and development of the Purchase Tax see “The 


Purchase Tax and Fiscal Policy,” an article by this author in the National Tax Journal 
(December, 1951). 


2. Actually, all the important changes ultimately incorporated in the Purchase Tat 
legislation, including the multiple rate provision, came from constructive criticisms by 
Labor members of Commons. See, for example, the statement of Pethick-Lawrence, 
House of Commons Debates, Vol. 360, p. 401; and the statement of Sir Walter Smiles, 
ibid., pp. 811, 812. Also, the Conservative government of Mr. Chamberlain had been 
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was finally enacted in October, 1940, had the following chief 
characteristics: 

1. Food, drink, tobacco, services, fuel, certain medicines and 
medical appliances, and children’s clothing, etc., were specifically 
exempt from tax. In fact, more than 80 per cent of the cost-of-living 
index was not affected by the new tax.® 

2. In place of a flat rate of tax, two high, but sharply differenti- 
ated, rates were introduced. A basic rate of 334 per cent of the 
wholesale value, representing about 24 per cent on retail prices, was 
placed on less essential and luxury goods such as furs, china, jewelry, 
cosmetics, and articles not normally requiring immediate replace- 
ment. A reduced rate of 16% per cent of the wholesale value, repre- 
senting about 12 per cent on retail prices, was placed on clothing, 
shoes, more necessary household goods, and certain other items of 
ordinary use. 

3. The distinction between necessary goods and luxury goods was 
made not only by the type of commodity (e.g., food and fuel vs. 
perfume and furs), but it also cut across individual commodity 
lines. For example, clothing or footwear using fur skin or silk were 
taxable at the basic rate of 334 per cent, while the same items made 
without fur skin or silk were taxed at the reduced rate of 164 
per cent. 

4. The tax was levied at the wholesale stage, as originally pro- 
posed, rather than upon the retail sale, mainly because of the greater 
administrative ease and economy in dealing with the much smaller 
number of wholesalers than retailers.* Retail markups, nevertheless, 
were restricted to the actual amount of the tax by the price controls 
already in effect.° 

The whole character of the Purchase Tax had been changed in 
the course of its consideration by the House of Commons, but the 
concessions granted by the Treasury had not been given without a 
quid for the quo. The government, by agreeing to the exemption of 
a broader range of goods and adopting the double rate to differen- 


succeeded by Mr. Churchill’s Coalition government, and Sir John Simon, the Conserva- 
tive Chancellor of the Exchequer who had first proposed the Purchase Tax, had been 
replaced by Sir Kingsley Wood, under whose hand the tax was revised and passed. 


3. The cost-of-living index included, of course, rents, rates, interest, income tax, etc. 


4. The Board of Trade estimated that there were some 750,000 established retailers 
and 50,000 more street and market traders in Great Britain, as opposed to some 40,000 
firms which operated at the wholesale level. 


5. The “Prices of Goods Act,” which had come into force on January 1, 1940, gave 
the Board of Trade power to specify permitted prices over a list of controlled goods 
which included most of the items subjected to Purchase Tax. 
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tiate between more and less necessary goods, had gained acceptance 
for much higher rates of tax than had been previously contemplated. 
These high differential rates gave the Purchase Tax power to mark- 
edly distort prices, thus enhancing its potential influence on the 
national pattern of consumption and, thereby, on the flow of vital 
resources. 

The resource control function of the Purchase Tax became more 
pronounced as the complex structure of Britain’s wartime economic 
policy gradually took shape. Its high discriminatory rates enabled 
it to buttress the direct resource and production controls and the 
consumer goods rationing program. But its full potentialities for in- 
fluencing the flow of resources were not realized until it was used in 
support of the raw material quotas and production specifications 
which formed the basis of the Utility Program introduced in April, 
1942.° First, clothing, shoes, and furniture produced according to 
utility specifications established by the Board of Trade were exempt- 
ed from the Purchase Tax. Second, the tax rate on a long list of non- 
utility and luxury goods was raised from 334 per cent to 66% per 
cent of their wholesale value. Thus, the exemptions from Purchase 
Tax encouraged the production and purchase of utility goods, while 
the new high rate of 66% per cent discouraged production of non- 
utility goods by making consumers who chose them suffer an extreme 
tax penalty. 

But, despite the increased effectiveness of the whole tax and 
stabilization program, the rising national income continued to leave 
excess purchasing power in consumer hands and sales of high-priced 
and high-taxed goods increased in money volume. This was due in 
part, at least, to the perverse fact that as the stabilization program 
brought the cost of living under better control, and consumers’ 
budgetary requirements for essential purchases were stabilized 
against a rising tide of income, there was more room in the con- 
sumer’s budget for making purchases of less necessary and luxury 
goods. 

The Treasury, in early 1943, moved again to strengthen the gov- 
ernment’s hand. Exemptions from Purchase Tax were extended to a 
broader range of utility goods, including cloth, soft furnishings, 

6. Actually, the Board of Trade had instituted a system of raw material quotas de- 
signed to stimulate the production of utility goods one year earlier, in May, 1941. But, 
the use of quotas and specifications alone had failed to secure the desired production 
and resort was had to fiscal support, i.e., the Purchase Tax. The chief goal of the utility 
schemes was the achievement of greater economy in resource use by standardization 


of products and methods, and thereby to allow an increased output of essential goods 
at reasonable prices. See the Budget Statement of Sir Kingsley Wood, April, 1942. 
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haberdashery, bedding, etc., and the tax rate on non-essentials was 
raised from 66% per cent to 100 per cent. The combination of ex- 
tended exemptions on utility goods and the increased rate were 
balanced out so that the expected revenue yield of the tax was ex- 
plicitly pegged at about £100 million annually. But, the changes made 
the Purchase Tax more effective both for influencing the national 
pattern of consumption and for absolutely limiting consumption. 

While the effectiveness of the Purchase Tax in the control and 
direction of production resources depended on the degree to which 
it inhibited consumer spending, its power to yield revenue depended 
on the volume of taxable purchases made by consumers. The ap- 
parent anomaly wherein success in one function precluded success 
in the other function was not in fact at all damaging because the 
stabilization program required the raising of large new revenues 
as well as limiting consumer spending.* Whenever a consumer de- 
cided not to spend because of the weight of the Purchase Tax, it 
was an aid to resource control; whenever a consumer did spend on 
taxable goods despite the weight of the tax, additional revenue 
was extracted from him and his potential for further spending was 
reduced by the amount of the tax. 

Although during the war years the Purchase Tax was geared more 
for control than revenue, its 3.8 per cent average of annual total 
tax yields represented a contribution to Britain’s war treasury out 
of proportion to the amount of revenue considered by itself. The 
government’s tax program had relied primarily on strengthening 
the older taxes: “a few more turns of the old familiar screws.” Par- 
ticularly for the income tax, the screws had been turned to their 
adjudged limits by as early as 1941,° and even in the Treasury it 

7. The Economist of July 27, 1940, in arguing against the Purchase Tax, had re- 
marked: “. . . the rates he proposes are certainly far stiffer than most observers had 
expected ; indeed they are so high that the double object of the tax ... may be de- 
feated through the substantial curtailment of civilian consumption to the detriment 
of the £110 millions of revenue. . . .” 

Actually, the Economist had missed the point. But, less than two years later, in the 
issue of April 11, 1942, the argument was put forth that the tax “had failed to re- 
strict consumption,” and therefore the rates should be increased. This change in at- 
titude is worth noting because it came after sixteen months of experience with the 


Purchase Tax, during which time the versatile anti-inflationary influence of the meas- 
ure had become recognized. 


8. For example, the standard rate of the income tax had been raised to 50 per cent— 
more than double the prewar rate—and earned income and personal allowances had 
been reduced while rates of progression were sharply increased. However, the extra 
tax paid because of the lowered exemptions and allowances was recorded for each 
taxpayer and provided a postwar credit in his favor. This was a modified version of 
Lord Keynes’s compulsory savings scheme, and was adopted primarily to ease the 
growing strain on incentives produced by the new, high tax rates. The concern with 
incentives was not restricted to the direct personal taxes, but also underlay the amend- 
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was believed that further loss of monetary incentives from increased 
use of the direct taxes would be accompanied by a decline from 
maximum national productivity. For incentive reasons, therefore, 
the direct taxes had to stop short of taxing away all the excess pur- 
chasing power in consumer hands. But, the Purchase Tax succeeded 
in draining away more of this residual inflationary spending power 
without appreciably debilitating work incentives. Consumers, hav- 
ing been allowed to keep a greater portion of their income, were 
free to spend on necessities or to save with no further tax penalty. 
Although an additional heavy tax was extracted from them whenever 
they entered the market for nonessential (i.e., subject to Purchase 
Tax) goods, this did not have nearly the damaging effect on incen- 
tives that taxing the income away in the first instance would have 
produced. Considered, therefore, as a supplement to the income 
taxes, the additional £100 million yielded annually by the Purchase 
Tax assumes its real significance. A very important anti-inflationary 
corollary, of course, was that the high rates of Purchase Tax ac- 








—E 


—_ — 


centuated the desirability of postponing current consumption and | 


increased the propensity to save. 


In summary, then, the Purchase Tax bolstered the foundations of | 


Britain’s wartime economic policy in the following ways: 
1. It conserved needed resources by inhibiting aggregate con- 


sumer spending, and concurrently increased the wartime induce- 


ment to save out of current income. 
2. It reinforced the direct resource controls by means of its 


planned discriminatory effect on the final sales prices of goods. The | 


multiple rate structure, especially in its ultimate design and severity, 
thus helped to direct the flow of vital resources into channels con- 
sistent with war needs. The effectiveness of the tax in this respect 
was contingent upon its rate structure cutting across individual 
commodity lines. Without this feature the utility program, for ex- 
ample, could hardly have been furthered by the Purchase Tax. 
Also, despite the extension and sophistication of direct raw mate- 
rial and production controls, the Purchase Tax remained administra- 
tively better able to cover a large variety of goods which, because 
of the complexities of the production and sales usages of the nation, 
otherwise escaped control. In these areas, mainly less necessary 


ment of the Excess Profits Tax which, having been raised to 100 per cent in April, 
1940, was altered in January 1941 to provide a 20 per cent postwar refund. The only 
important change in the direct taxes after 1941 came with the introduction of the 
Pay as You Earn (PAYE) System in 1944, which instituted collection at the source 
for income taxes from wage and salary earners. 
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goods, the Purchase Tax stood as the main limiting force on the use 
of resources. The principle of its application was very simple: what- 
ever was not specifically exempt from tax, was subject to the tax. 

3. As part of the war-finance program, when the direct taxes had 
been pushed to their practical limits, the Purchase Tax extracted 
an additional margin of revenue—averaging annually about 3.8 per 
cent of total tax yields. This added margin of revenue, worth while in 
itself, was recognized to be of greater significance when considered 
as a supplement to the income taxes, because it absorbed more 
of the potentially inflationary spending power without any appreci- 
able further danger to incentives. 


PostTWAR DEVELOPMENTS TO 1950 


In a paper presented to the War Cabinet on August 14, 1945, 
Lord Keynes described Britain’s plight as being “without exaggera- 
tion and without implying that we should not recover from it, a 
financial Dunkirk.” At home, too much money was still running 
after too few goods, and the consequence was a monetary inflation 
suppressed by controls—but an inflation nevertheless—which con- 
stantly threatened to run away and upset the entire economy. Sup- 
pressed inflation was, of course, symbolic of the deeper consequences 
of the war—‘“the strange and ironical result of our tremendous 
effort,” as Mr. Dalton put it—which included the sacrifice of over- 
seas investments, a ruthless reduction of exports, the wearing down 
of capital plant and equipment, and vast expenditures all over the 
world which, “as part of the accounting of victory,” became war 
debts. The postwar adverse balance of payments, to which all these 
contributed, further heightened inflationary pressures by necessitat- 
ing the reduction of imports and the diversion of consumables from 
the home market into the export trade. 

The history of the United Kingdom’s difficulties through the en- 
suing years—aptly described by Clement Attlee as “another Battle 
of Britain’”—is too well documented to require detailed discussion 
here. At least for the first five years of peace there was hardly a 
respite from controls and austerity. To those who had looked for 
great changes when the Labor Party came to power in 1945, the 
changes proffered in the first postwar years resembled Rabelais’s will: 
“I owe much, I have nothing, I leave the rest to the poor.’”® The 
economic climate, it seemed, varied only between more and less 
serious crises; some stemmed, in part at least, from problems at 


9. See House of Commons Debates, Vol. 414, pp. 1875 ff. 
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home such as the labor shortage in the collieries and textile mills; 
others from external causes such as the “steep and continuous rise 
in prices, particularly dollar prices, and particularly the prices of 
goods which we may most wish to import.” Through it all, however, 
the fundamental nexus between the domestic and external economic 
problems was clearly evident. 

The wartime controls, therefore, were continued into the postwar 
period with no important changes. Price control, rationing, cost-of- 
living subsidies, the utility scheme, etc., were all maintained in full 


TABLE I 


PURCHASE TAX YIELDS, 1941-53 
(In £ millions) 


Year Yield Percentage of 
Total Tax Yields 
1941.... . 99 5.0 
1942.... 111 4.6 
1943. . 92 3.1 
1944.... 99 2.3 
1945.... 118 3.7 
1946... 181 5.4 
1947. ; 246 6.4 
1948...... 291 pe 
1949... 292 7.4 
1950... 303 8.2 
19G3.... 338 7.6 
1952.... 340* 7.7* 
1953.... 305* 6.7* 


Sources: 1941 through 1945, United Kingdom Public 
Finance Survey, 1936-1947, preliminary paper of the Depart- 
ment of Economic Affairs, Fiscal Division, U.N. Economic 
and Social Council, New York, 1948; 1946 through 1949, 
Annual Abstract of Statistics No. 87, His Majesty’s Stationery 
Office, 1951; data for 1950 from Budget Statement for 1951 
and statement of Chancellor of Exchequer written on 
March 23, 1953; 1951 through 1953 from Annual Budget 
Statements and Report of Customs and Excises Com- 
missioners quoted in Economist (January 17, 1953). 


* Estimates by Chancellor of the Exchequer. 
vigor, and resolute taxation remained the cornerstone of fiscal policy 
despite successive incentive-directed remissions in income, business, 
and consumption taxes. 

The problem of incentives was, in fact, the chief cause for a 
notable shift in Britain’s tax program away from the direct taxes in 
favor of the indirect taxes—mainly the Purchase Tax and the 
levies on tobacco and alcohol. Rising rates of absenteeism and job 
turnover moved the government to provide income tax reliefs in 
every annual budget after 1945, and the percentage of total tax 
receipts yielded by the indirect taxes rose subsequently from 36.9 
per cent in 1945-46, for example, to 49.5 per cent in 1947-48. And 
as Table 1 indicates, the yield irom the Purchase Tax became an 
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increasingly important component of total tax revenues in the post- 
war period. For the war period its yield had averaged about £100 
million annually, or approximately 3.8 per cent of total revenue, but 
from 1946 to 1950 the yield grew to three times that absolute amount 
and more than twice the wartime percentage of total revenue. The 
revenue yield increased largely because the supply of taxed goods 
increased, but the Purchase Tax also underwent important structural 
changes which, in part, put more emphasis on its revenue yield and 
somewhat less on resource control. 

First, the range of the Purchase Tax was progressively narrowed. 
By 1950, for example, so few of the items subject to Purchase 
Tax were included in the basic cost-of-living index that completely 
abolishing the tax would have reduced the whole cost-of-living index 
by less than 1 per cent.’ About one-half, or more, of the total Pur- 
chase Tax yield came to be collected from non-utility clothing, foot- 
wear, furniture, motor vehicles, stationery, and toilet prepara- 
tions. On the other hand, however, estimates made by the Treasury 
for fiscal years 1949, 1950, and 1951, showed that two-thirds of all 
Purchase Tax revenues came from the lowest (334 per cent) tax 
bracket—which covered such items as soap, washboards, cutlery, 
sewing machines, stationery, razor blades, pencils, toothbrushes, 
etc. Thus, while the burden of the tax was restricted to fewer goods, 
the important items still taxed under the minimum rate—which was 
a formidable minimum, indeed—moved the “center of gravity” of 
the Purchase Tax “perceptibly nearer to the ‘necessary’ groups.” 
The salutary effect on tax yield which this construction of the tax 
promoted is evident. 

The second important change came in the government’s attitude 
toward use of the Purchase Tax as a tool of control. Under Mr. 
Dalton’s hand (1945-47) the Purchase Tax was used regularly as a 
method of spurring or inhibiting the production of specific items. 
By shifting individual commodities from one rate classification to 
another, the Purchase Tax exerted a precise effect which other 
methods of control could rarely match. Such a usage, however, 
created its own problems. The postwar world was at best highly 
uncertain and fraught with difficulty for business planning. The 
shifting of particular items from one tax bracket to another com- 
pounded the uncertainties which producers had to face, and one 

10. See statement of Mr. Douglas Jay, economic secretary to the Treasury, before 
the House of Commons on April 19, 1950. 


11. See the Economist (November 15, 1947), and House of Commons Debates, Vol. 
418, p. 1822. 
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member of Commons was moved to ask: “How is it possible for 
management, traders and shopkeepers to deal efficiently in business, 
when a tax goes up like the temperature of a man suffering from 
delirium tremens.” 

Sir Stafford Cripps, who succeeded Mr. Dalton as Chancellor of 
the Exchequer in 1947, recognized the detrimental effect on business 
morale and production caused by frequent shifts of specific items. 
He also felt that the whole tax had become unduly complicated 
and needed simplification. To this end, in his Budget Statement of 
1948, he moved for a thorough overhaul of the Purchase Tax. The 
rate structure, which in 1948 included four rates: 334 per cent, 664 
per cent, 75 per cent, and 125 per cent, was reclassified into three rate 
categories: 334 per cent, 66% per cent, and 100 per cent. The whole 
tax was codified under new basic legislation and, to minimize the 
uncertainty caused by shifting specific items from one rate classifica- 
tion to another, Mr. Cripps announced a new policy under which 
the use of individual commodity shifts was to be restricted only 
to the most essential planning needs.’* Future changes in the Pur- 
chase Tax would be made mainly in block fashion, using changes 
in the rates over total classifications rather than individual com- 
modity shifts. The Treasury fully intended to continue using the 
Purchase Tax as a means of “directing effort and resources into 
channels where they will be most useful,” but to minimize the in- 
evitable disturbance to trade which individual commodity shifts 
caused, some sacrifice in flexibility and precision had to be made. 


THE Postwar Economic Procram, 1945 to 1950 
THE PropucTION DRIVE 


The United Kingdom’s immediate postwar problems clearly 
revolved about the need to restore and increase her production of 
peacetime goods and services both for home consumption and for 
export. But, at the war’s end Britain’s productive plant and equip- 
ment were in critical need of renewal and replacement. Increasing 
the production of consumers’ goods and export goods was not merely 
a matter of redeploying the war economy, a costly and time-consum- 
ing matter itself, but required new large-scale capital investments 

12. A clause was enacted with the Budget Resolution which eliminated debate in 
Commons on individual commodities under the tax, unless the Treasury proposed an 
individual commodity shift. By thus restricting debate to the whole classifications 
under the three rates of tax the annual consideration of the Purchase Tax by Com- 
mons was greatly expedited, but whenever the Treasury deemed it necessary to ask 


for an individual commodity change the expected gain from the revision would have 
to be balanced against the hazards of an extended parliamentary debate. 
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as a technological prerequisite. The need to restore and increase 
production thus involved a co-ordinate program of capital invest- 
ment, which, by its “roundaboutness,” further increased the short- 
run inflationary pressure. But in addition to the constraints imposed 
by the pressing need for renewal and replacement of capital plant 
and equipment, British production also had to be pointed specifically 
toward the export markets from which could come the sources of 
payment for her own vital imports. Thus, while the production drive, 
in aggregate terms, called for greater over-all output, the exigencies 
of Britain’s international economic situation required particular 
emphasis on specific industries within the aggregate. For example, 
stockings and other products of the artificial silk industry were 
promising export items and this industry was to be encouraged to 
increase its output. The costume jewelry industry, on the other 
hand, had no comparable export potential and its output was to 
be discouraged. Thus, while the basic drive to increase national out- 
put formed the hard core of the government’s postwar economic 
program, under the “production drive” were subsumed the problems 
imposed by the need for capital renewal and replacement and the 
balance of payments deficit. And as a common denominator unifying 
the whole problem was the constant threat of open inflation. 

Just as in the war period, the Purchase Tax played a many-sided 
role in the postwar economic program. Although, as we have seen, 
there was somewhat of a shift in emphasis toward revenue yield, its 
influence in directing the flow of resources was fully appreciated 
in the Treasury, and the Purchase Tax entered into the economic pro- 
gram at a number of important junctures. We shall sketch the more 
important of them. 


1. TAXATION AND INCENTIVES 


Even during the war period, as we have seen, the government was 
concerned with the effects of high income taxes on work incentives. 
But, once the war was won this concern was intensified: Patriotism 
and social-mindedness lost much of their pull as incentives to labor 
effort, while the consumers’ psychology moved back toward the 
prewar pattern. 

For example, gross personal savings as a percentage of disposable 
personal income fell from a war-years’ average of about 16.8 per 
cent to about 4.8 per cent for 1947 through 1949—which was just 
about the same proportion as in the prewar year of 1938. Net per- 
sonal savings declined from £658 million in 1946 to £174 million by 
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1949, although personal disposable income rose in each of the post- 
war years. In fact, the distribution of consumers’ expenditures, as 
well as the distribution of personal incomes between spending and 
saving, shifted back toward the prewar pattern.” 

Although the Labor government appeared to be bothered most by 
the pressure of income taxes on incentives in the lower-income 
ranges,’* which chiefly prompted the postwar shift to indirect taxes, 
the basic change in consumers’ psychology also changed the relative 
incentive effects of direct and indirect taxes. During the war period 
the heavy rates of Purchase Tax, for example, had little or no effect 
on work incentives. The inducement to save had been very strong 
because the heavy consumption taxes and the general scarcity of 
goods were both regarded as temporary—war phenomena—and in- 
creased savings represented the promise of goods and services when 
the war was won. The advantage of the Purchase Tax over the in- 
come taxes with respect to work incentives was to an appreciable 
extent dependent on the strong wartime inducement to save; and 
the Purchase Tax itself, because wartime conditions were considered 
to be temporary, increased the inducement to save. But, after the 
war was won the propensity to save fell sharply and consumption 
demand became of much greater relative importance as an incentive 
to productive effort. Therefore, whenever high rates of Purchase Tax 
made a worker’s purchase of the goods he wanted impossible, the 
effect of the Purchase Tax on his incentives for earning income be- 
came much the same as if the income had been taxed away by the 
income taxes. In either case he could not get the goods he wanted, 


13. Changes in the distribution of personal income after tax as between the prewar 
and postwar periods undoubtedly affected the income-savings ratio, but the key point 
for our discussion lies in the tremendous change from the war to the postwar periods 
in the division of aggregate personal income between current consumption and current 
savings. (Our data are from National Income and Expenditure of the United Kingdom, 
1946 to 1949, Cmd. 7933, His Majesty’s Stationery Office, London.) 


14. For the Socialist government, particularly in its earlier days, the incentives prob- 
lem in the lower-income ranges was more troublesome than that which concerned the 
higher echelons of trade and industry. The full effect on incentives of the extremely 
high progressive income tax rates was prevented from materializing in the higher- 
income brackets by the unusually difficult circumstances of the time. The hostile at- 
titude of the Socialists toward property income and the uncertainty engendered by 
the nationalization program plus all the other problems of postwar adjustment put 
added pressure on Britain’s business community and forced a maximum effort for 
survival if not for greater gains. Furthermore, if high taxes dried up the sources of 
capital accumulation and investment, the government would do the investing. The 
eventual withering away of the capitalists and rentiers was not a frightening prospect 
to the Labor government. But the difficulty with the great mass of productive workers 
was of another order. The workers must do the work. There was no alternative. Thus, 
even aside from the ideological drive to increase iabor’s share of the national product, 
increased monetary incentives were felt to be needed in order to elicit a maximum 
labor effort. 
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and with the intense postwar focus on consumption the differential 
incentives advantage of the Purchase Tax was reduced. 

Nevertheless, it was generally agreed that the income taxes, still 
with high marginal rates, were the chief menace to work incentives. 
The concentration on income tax effects on incentives seemed jus- 
tified by conditions, and certainly met with the approval of the great 
body of professional economists. There was a considerable amount 
of discussion of such things as the “money illusion,”’® but within 
the structure of the tax system itself lay the explanation of an im- 
portant remaining incentives difference between income and con- 
sumption taxes. For, although the Purchase Tax and other indirect 
taxes became proportionately more important in the postwar tax 
system, they still did not reduce the terms on which real income 
could be obtained as much as did the income tax.'® The terms on 
which real income could be obtained were directly affected by income 
tax withholdings to the full extent of the marginal tax rate. High 
rates of Purchase Tax did not so directly and conclusively affect the 
terms on which real income could be obtained because (1) so large a 
share of a working-class family’s ordinary expenditure was for tax- 
free goods and services, and (2) the possibility for further tax 
avoidance remained by switching from high-taxed to lower-taxed or 
tax-free goods—or saving. The government’s postwar preference for 
the Purchase Tax can be justified on incentives grounds, therefore, 
because the added burden of this tax was relatively lighter than the 
income tax even on the lower-wage and salaried workers—whose in- 
centives the government most wished to relieve. 

Although the whole problem of incentives seemed to be discussed 
in the government, and in the literature, mainly with respect to the 
effects of tax policy, it must by now be clear that high taxes were 
only one side of the incentives problem. In addition to the subsidy 
program, price controls, and other measures which kept the cost-of- 
living index down, the Labor government mounted a great social 
welfare program almost as soon as it took power.'? Furthermore, a 


.- See, for example, F. W. Paish, “Cheap Money Policy,” Economica (August, 
47). 

16. For a full discussion of the theory on this point see Lionel Robbins, “On the 
Elasticity of Demand for Income in Terms of Effort,” Economica, Vol. X (June, 
1930) ; reprinted in W. F. Fellner and F. F. Haley (eds.), Readings in the Theory of 
Income Distribution (Philadelphia: The Blakiston Co., 1946). This classic article 
remains, in my opinion, the best theoretical treatment of the problem. Although ad- 
vances in technique have since been made, Professor Robbins carried the argument 
over tax effects on incentives as far as it has yet gone. 


17. The system of family allowances was inaugurated on August 1, 1946, increased 
old-age pensions were paid by the government from October of the same year, and 
by April, 1947, the National Insurance Act, the National Health Services Act, and 
the Industrial Injuries Act had all been placed on the statute books. 
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condition of over-full employment eliminated the tension which might 
otherwise have induced maximum effort “in order to hold the job.” 
These factors taken together comprise another important side of 
the incentives problem. 

Thus, there was a double squeeze on incentives: On one hand, 
the comprehensive social betterment program added to existing con- 
trols meant that an average working-class family could live accord- 
ing to its accepted social standard without driving for earnings above 
a certain minimum level. On the other hand, high marginal income 
tax rates cut so heavily into incremental earnings, and excises 
were so high on purchases of better-quality goods that an appreciable 
rise in the living standard was, in any event, almost impossible for 
the greatest number of wage earners.*® 


2. THE PurcHASE TAX AND REsouRCE ALLOCATION 


In the Budget Statement for 1947, Mr. Dalton emphasized the 
role which taxation could play in the “dual effort to encourage 
exports and to discourage needless imports.” The Purchase Tax be- 
came a prime weapon in this dual effort and operated on both 
sides of the overseas trading account.” 

a) Imports.—First, and most obvious, because the Purchase Tax 
was charged, in addition to the customs duty, on articles imported 
into the United Kingdom, it added a very considerable amount to 
the price of all imports not falling within the utility or otherwise 
exempted categories. In this regard the Purchase Tax was a kind 
of supertariff on “needless imports.” The combined rates of Import 
Duty and Purchase Tax exceeded 100 per cent by considerable 
margins for many articles. For example, the duty on articles made of 
fur was 30 per cent, and the Purchase Tax applied was 100 per cent. 
Similarly, the combined rates on clocks, watches, toilet articles, 
leather goods, jewelry, silverware, etc., were all very high. The de- 
mand for such goods in the British market was more than kept in 

18. Because of its long-standing political commitments the Socialist government 
could not very easily draw back on its welfare program and it therefore had to face 


the incentives problem with one policy arm tied behind its back. Economists who 
considered only the tax aspects of the incentives problem have no similar excuse. 


19. The key to the resource control function of the Purchase Tax as it was con- 
ceived by the government is contained in the following statement made by Mr. 
Dalton in the House of Commons two months later, on June 17, 1947: “One of the 
facts concerning the Purchase Tax is that it switches a certain amount of production, 
which is on the margin between the home and the export markets, to the export 
market. It keeps in check the demand for goods in the home market. That is — 
economic planning. . . . The Purchase Tax is an admirable instrument of planning. . 
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check; it was virtually obliterated.*° From 1946 through 1949, for 
example, despite the chronic shortages of many home-produced 
goods, personal consumption expenditure abroad averaged under 
£111 million annually out of an average total personal consumption 
expenditure for the same years of slightly more than £7.7 billion. Of 
course, foreign exchange controls and specific import restrictions 
kept many goods out of the British market entirely; but for many 
others the Purchase Tax effectively limited British demand and thus 
helped to conserve gold and foreign exchange, particularly dollars, 
for more essential purchases of food, raw materials, and capital 
goods. While this ““demand-shifting” operation did not necessarily 
bring about a net reduction in total consumers’ spending, the effect of 
the Purchase Tax on the direction of such spending was itself a 
vital element in the economic policy.** 

b) Exports—The Purchase Tax functioned in support of the 
export drive in several ways. First, because it discouraged spend- 
ing in general, it relieved some of the pressure from home demand 
on Britain’s productive resources and thereby allowed a fuller prose- 
cution of the export program. It also “absorbed demand’””? to the 
extent that the revenue yielded by the Purchase Tax represented 
purchasing power which would otherwise have pursued other goods. 
The higher postwar yields of the Purchase Tax (see Table 1 above) 
in fact signify an increasingly important contribution to the export 
drive, and to the over-all stabilization program, via the absorption of 
excess purchasing power which still remained in consumers’ hands 
after income taxes. Thus, in so far as the Purchase Tax limited 
aggregate consumer demand by either discouraging spending or 

20. This protectionist effect of the Purchase Tax aroused the anxiety of many 
countries to whom the British market represented an important export area. The 
Netherlands, supported by a number of other countries, in 1950 charged an infringe- 
ment of the General Agreement on Tariffs and Trade which had been arrived at 
through the ITO. (See the Economist, December 23, 1950.) Despite attempts to elimi- 


nate this discrimination, the problem was not solved until 1952, when the method of 
applying Purchase Tax was radically changed. See below. 


21. A. G. Hart and E. C. Brown, in their Financing Defense (New York: Twentieth 
Century Fund, 1951), describe the Purchase Tax as a “demand-shifting excise,” which 
“implies discrimination between goods that serve similar purposes in consumption 
but differ in their drain on key materials and skilled manpower” (pp. 61, 62). How- 
ever, there is no reason why the shift in demand must go to a good which serves a 
similar purpose. The utility program, of course, did induce such shifts, but for many 
highly taxed goods there were no adequate substitutes and demand was shifted either 
to unrelated goods or to savings. During the war period particularly, the alternative 
of saving to high-taxed spending was an important aspect of the Purchase Tax. 


22. Hart and Brown, op. cit. “Demand-absorbing,” another helpful summary term 
borrowed from the same authors, has a very clear meaning; but it is equally clear 
one tax may partake of both these characteristics. Certainly the Purchase Tax 

id. 
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absorbing spending power, it made possible the release of needed 
resources from production for the home market to production for 
the export market—with no increase of inflationary pressure. 
The Purchase Tax, in addition to the support it gave the export 
drive by curtailing aggregate consumer spending, was also used to 
achieve specific export-production goals, often with dramatic results. 
Mr. Dalton, as we have noted, considered the Purchase Tax “an 
admirable instrument of planning” and used it freely to stimulate 
or discourage the production of specific products. But, even in Mr. 
Cripps’s more cautious hands, though less frequently, the Purchase 
Tax was also used to influence the development of specific industries 
and products. For example, in 1949 the target for home use of com- 
mercial vehicles had been set at 50,000, but about 100,000 had been 
sold on the home market instead. In 1950, therefore, the government 
applied a 334 per cent Purchase Tax to previously exempted com- 
mercial vehicles sold on the home market, in an effort to restrict 
home demand for these vehicles and to force increased export sales.** 
At the same time, however, the Purchase Tax was reduced from 
66% per cent to 334 per cent on higher priced automobiles produced 
in the United Kingdom. This tax reduction on “luxury” cars was 
undertaken to “bolster a bit home sales . . . in order to keep alive one 
of our high-quality engineering industries which has a valuable 
contribution to make to exports, especially to the dollar area.” 
Many similar illustrations attesting to the effect of the Purchase 
Tax on particular products could be drawn from the experiences of 
British industry.** As a matter of fact, however, the power of the 
Purchase Tax to switch production from goods for the home market 
23. Said Sir Stafford Cripps: “It has been found that, despite all the efforts to 
control the number of these vehicles going on the home market by administrative 
methods, the excessive volume of home sales has continued, and so it has been de- 
cided to adopt fiscal measures to restrict demand on the home market and assist the 


industry to achieve the desired diversion of its output to exports” (House of Commons 
Debates, Vol. 474, p. 74). 


24. For example, Mr. Oliver Lyttleton, who led the Conservative opposition in 
this field, speaking of the effect of the 66% per cent rate on non-utility woolen and 
worsted cloth said: “The collapse of demand at home as a result of the tax did not 
really make itself felt until three or four months ago, and now the shrinking home 
market has made it very difficult for the manufacturer to make the cloths that are 
required for our export trade (House of Commons Debates, Vol. 476, p. 1199). Simi- 
lar arguments were advanced from many other industries, but for the time the gov- 
ernment stood firm and they were rejected. In recognition of the general problem, 
however, Hugh Gaitskell, who succeeded Mr. Cripps as Chancellor of the Exchequer, 
appointed a special commission with Sir William Douglas as chairman to consider 
a broad range of questions arising from the connection between the utility schemes 
and the Purchase Tax, with particular emphasis on foreign-trade implications. The 
results of the Douglas Commission report are discussed in the final section of this 
paper. 
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to goods for the export market made for severe difficulties in the 
case of industries which, like the automobile industry, were im- 
portant for their export potential but also had to rely on the home 
market for support. Particularly in the case of non-utility textiles, 
and several other important export items, shrinking home markets 
caused by high rates of Purchase Tax often made it difficult to main- 
tain an efficient scale of operation. The necessary balance between 
home and foreign markets for these goods remained especially elusive 
and caused increasing complaints from industry at a time when the 
United Kingdom still walked a tricky economic tightrope. 

In summary, it seems reasonable to conclude that for the five 
years (1945-50) between the end of World War II and the outbreak 
of the Korean War: 

1. The Purchase Tax contributed substantially to fiscal needs 
and relieved inflationary pressure with less harm to work incentives 
than would have occurred had income taxes been geared to produce 
the same amount of revenue. The incentives differential in favor 
of the Purchase Tax arose primarily from the fact that it did not 
reduce the terms on which real income could be obtained as much 
as did the income taxes. 

2. But the incentives difference was less than had been true during 
the war period because current consumption became much more 
important relative to saving as an incentive for earning income. 

3. The added burden of Purchase Tax on imported goods subject 
to it severely limited the market for such goods and thus helped 
to conserve foreign exchange for more essential purchases abroad. 

4. So far as aggregate consumer spending was restrained by either 
(a) the deterrent effect of high Purchase Tax rates, or (b) the 
absorption of excess purchasing power whenever taxable purchases 
were made, the flow of productive resources to export industries 
was greatly facilitated. 

5. The use of the Purchase Tax to either boost or depress the 
home market for particular goods was a very powerful instrument 
of planning. Its excessive use on specific goods disturbed the pro- 
ducing and trading community, however, and the disadvantages 
threatened to outweigh the advantages it obtained. 

6. In the case of goods which had high export potential, but needed 
home market support in order to maintain an economic scale of 
production, too heavy an application of Purchase Tax on home 
consumption actually impeded the export drive. 
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THE KoreEAN War PErtop, 1950-53 


When fighting broke out in Korea in the summer of 1950, and the 
free world undertook to rearm, a great strain was thrown on Britain’s 
economy. The increased defense effort intensified shortages of steel 
and other matériel in consumer goods industries, and the swift rise 
in the prices of essential imports caused a large deficit in the trade 
balance.** Together they produced a considerable increase of in- 
flationary pressure which hampered both defense preparations and 
the export drive. Consequently, the Labor government, now with 
Mr. Hugh Gaitskell as Chancellor of the Exchequer, in its 1951 
budget increased the rate of Purchase Tax from 334 per cent to 
66% per cent on those items whose production for the home market 
had to be discouraged because they conflicted most seriously with 
export and defense needs: automobiles, wireless and television equip- 
ment, gas and electric appliances, etc. At the same time, however, the 
tax was remitted on a fairly large number of more necessary house- 
hold items which it was felt did not interfere with either exports or 
defense and eased the cost of living for many households. 

These alterations tailored the Purchase Tax for the mild-war 
situation which came on top of persistent long-run difficulties, but 
they represented no substantive change in the structure or use of the 
tax. More significant than these minor changes, perhaps, was Mr. 
Gaitskell’s forthright statement of the conclusion, which had long 
been implicit in the government’s use of the Purchase Tax, that there 
was “no clear-cut distinction between articles which may properly be 
taxed and those which should not. . . . It is in the last resort a 
matter of opinion. . . .” This was, of course, in sharp contrast to 
the Labor Party’s earlier concentration on matters of pure tax 
equity.”° 


INTRODUCTION OF THE “D”’ SCHEME 


In October, 1951, Mr. Churchill and the Conservative Party were 
returned to power. By March 11, 1952, when Mr. R. A. Butler, the 
new Chancellor of the Exchequer, presented his Budget Statement, 
the suspension of Marshall Aid, rising world prices, and a serious 
slump in the textile industry, had contributed to a general decline in 
‘the United Kingdom’s over-all economic position. The persisting 
drain of dollars and gold, and the textile slump, stood out as prob- 

25. See the British Record (June 18, 1952), British Information Services, 30 Rocke- 
feller Plaza, New York 20, New York. 

26. See pp. 188-93. 
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lems requiring immediate relief. In the interval, also, the Douglas 
Commission, established jointly by the Treasury and the Board of 
Trade under the former Labor government, had issued its report, 
which pertained directly to the problems of export, particularly in 
the vital field of textiles. 

The Douglas Commission had been instructed to examine the 
whole range of questions arising from the combined effects of Pur- 
chase Tax and utility schemes. The industries that came under its 
review, therefore, were textiles, clothing, shoes, and furniture. But, 
the Commission was constrained, by the terms of its appointment, 
to have “due regard to the need to maintain the advantage of the 
Utility schemes to consumers, the expansion of the export trade and 
the yield of Purchase Tax revenue.” 

In the decade of their application, much had happened to both the 
Purchase Tax and the utility schemes. The major changes in the 
Purchase Tax we have here discussed, but the changes in the utility 
program were not so readily observed or understood because they 
were accomplished by a multitude of administrative interpretations 
and decisions, rather than by legislative acts. Over the years, for 
example, utility price and manufacturing orders had grown to 1,021 
pages, which included 781 specifications for men’s shirts, 405 specifi- 
cations for women’s domestic overalls, 539 specifications for boys’ 
knickers, etc. This proliferous growth left the utility schemes “more 
patches than original fabric” as specifications were relaxed, altered, 
and added in order to meet the needs of producers and consumers as 
conditions changed. The over-all result was that the rigid descrip- 
tions of utility goods, promulgated during the war in order to achieve 
greater economy in resource use by standardization, had been stead- 
ily loosened and, except perhaps for furniture items, no longer 
effectively governed product quality. The utility designation still 
carried with it freedom from Purchase Tax, but that designation was 
now actually being applied by having the Board of Trade fix 
maximum prices for utility goods. 

The Douglas report concluded that utility specifications no longer 
served any real purpose other than that of drawing “an arbitrary 
line between goods that qualify for the valuable concession of free- 
dom from purchase tax and those that do not.”** They no longer 
kept prices down or insured quality. They also excited protests from 
the other signatory nations to GATT (see above) that the broaden- 
ing of the utility schemes in the British home market discriminated 


27. For an excellent summary of the Purchase Tax—Utility Program difficulties, see 
the Economist (March 1, 1952), pp. 541 ff. 
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against imported goods. It was in fact true that, with rare exceptions, 
even low-priced foreign goods could not meet utility specifications 
and were accordingly liable not only to import duty but also to Pur- 
chase Tax; and the threat of retaliation represented a serious 
potential danger to the United Kingdom’s overseas trade. On the 
problems of the export trade the Douglas Report also emphasized 
the difficulties encountered by manufacturers who could not take 
the risk of producing high-quality goods for export without the as- 
surance that such goods, if necessary, could be disposed of at 
home—an assurance which the heavy weight of Purchase Tax pre- 
cluded. 

The new Conservative government, in an enviable political posi- 
tion because the Douglas Commission had been appointed by the 
preceding Labor government, moved promptly to take action on the 
Commission’s findings. The government’s proposals, enacted with 
the 1952 budget, followed closely the Douglas Report’s recommenda- 
tions for the clothing, shoe, and textile industries, but the furniture 
industry was left alone because it was felt that utility specifications 
there still guaranteed a minimum standard of quality. For clothing, 
shoes, and textiles, however, all the old utility specifications and 
maximum utility prices were discarded, and these categories of goods 
were placed under the “D” scheme, which operates as follows: All 
clothing, shoes, and textiles are free of tax so long as their wholesale 
price does not exceed a certain datum limit—the “D” level. When 
the goods do exceed these datum wholesale prices, they attract Pur- 
chase Tax not on their entire wholesale price, as before, but only 
on the excess of that price above the tax-free, or “D” level, limit. 

The new scheme was hailed generally as a big advance over 
previous methods, but there were serious complaints from specific 
sectors of industry, particularly the shoe industry, because the new 
tax-exemption levels for certain goods were set very much lower 
than the old top utility prices.** The tax-free datum prices were 
fixed for each class of goods on the basis of data on consumer spend- 
ing obtained from surveys conducted by the Central Statistical Office. 
The Douglas Commission, constrained to safeguard the yield of the 

28. Said the Economist of March 15, 1952: “It removes two of the major objec- 
tions to the utility schemes—that they discriminated against foreign imports . . . and 
that they prevented the sale of better quality goods at prices just above the top 
utility prices. It also gets rid of the irritating anomalies created by the utility schemes 
and will be far simpler to administer.” But, one week later, after the “D” level 
prices were announced, the Economist reported that “Vocal criticisms of the tax 
exemption levels for certain groups of articles have drowned the sighs of relief with 


which most industries have welcomed the ending of the utility scheme for clothing 
and textiles.” 











nw 


> tm ( © Ff 


- 








Economic Aspects of the British Purchase Tax 207 


Purchase Tax, had estimated that if half the purchases of goods in 
each category were subjected to existing rates of tax the total yield 
from these categories would be the same as it was in1950—51. There- 
fore, the purchases of each good, as recorded in the sample surveys, 
had been arrayed in ascending order of value, and the wholesale 
price of the middle item was taken, quite mechanically, as the tax- 
free limit for each category. 

Obviously, for any category of goods where the median price 
indicated by the sample surveys was not really a strong measure 
of central tendency there was bound to be discomfort and com- 
plaint. In the shoe industry, for example, the old maximum utility 
price had been high enough so that 98 per cent of home deliveries 
had qualified for the utility designation and tax exemption. Under 
the new scheme, the tax-free limit had to be set much lower than 
the old maximum utility price in order to make half the expected 
purchases of shoes taxable. For the same reason, “D” level prices 
were in most cases set below the old top utility prices—with the 
result that more of the tax yield was destined to come from goods 
of ordinary consumption. The complaints were severe, as in the shoe 
industry, whenever the tax-free limit was set so low relative to the 
former top utility price that a sizeable proportion of an industry’s 
output became newly subject to Purchase Tax. 

Largely because of mounting complaints on this score, and also in 
order to provide greater relief to high-quality goods, Mr. Butler 
offered a tax rate reduction of from 66% per cent to 50 per cent and 
from 334 per cent to 25 per cent on all goods coming under the “D” 
scheme. This move was well received in the House of Commons, 
where the whole new program was undergoing a thorough review 
and was enthusiastically incorporated into the final legislation. 

In April, 1953, the Finance Act for the current fiscal year extend- 
ed the rate reductions to all goods subject to the Purchase Tax. The 
100 per cent rate was cut to 75 per cent; the 66% per cent rate to 
50 per cent; and the 334 per cent rate to 25 per cent. These reduc- 
tions were principally motivated by the need to further restore con- 
sumer demand at a time when disinflationary tendencies were rais- 
ing the specter of a different kind of threat to Britain’s newly won 
economic improvements. But, and it may be significant, no further 
structural changes in the Purchase Tax were proposed. 

Although there are not yet sufficient data available for a detailed 
evaluation of the “D” scheme and its operation in the latest model 
Purchase Tax, the following general conclusions seem justified: 
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1. The effect of the rate reductions has been to reduce the ag- 
gregate burden, and yield, of the Purchase Tax by about £35 million 
from what it was in the two previous fiscal years (see Table 1). 

2. Although the aggregate burden has been reduced only moderate- 
ly, it has been spread much more evenly over a broader range of 
goods. This has come about because (1) under the “D” scheme 
more purchases were made subject to tax; and (2) the new method 
of applying the tax greatly reduced the tax differential between 
taxed and untaxed goods, and between taxed goods of various quali- 
ties. Most of the tax discrimination against goods just above the old 
top utility levels was thus removed and, with the home market re- 
opened to them, their production for export was made easier. The 
new scheme does not do quite as much for higher quality goods, but 
the new method of applying the Purchase Tax and the rate reduc- 
tions also have lightened their burden very considerably. In fact, 
given its broadened commodity coverage with less of an effective 
rate differential, the new model Purchase Tax is now closer than 
ever before to the comprehensive, single-rate sales tax first proposed 
in 1940. 

3. By scrapping the complicated, and often outdated, utility 
specifications as a requisite for tax exemption, manufacturers of 
clothing, shoes, and textiles have been freed of production restraints 
which hampered their use of new fibers, new fabrics, and new tech- 
niques. Under the new system, it is hoped, British industry will be 
encouraged to take fuller advantage of technological advances and 
thereby increase its export potential. 

4. The new scheme is certainly much easier to administer and, 
because the Purchase Tax can now be assessed on imported goods in 
the same way as on home produced goods it no longer discriminates 
against foreign goods. 

To all this it must be added, however, that with the changes 
effected since 1952, the economic aspects of the Purchase Tax have 
again become quite different from what they were before. Very likely 
the new model is better suited to Britain’s present needs, but in its 
present form it would not have functioned in the same way as did 
the earlier versions of the Purchase Tax. Operationally speaking, 
this is essentially a new tax. 
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THE EQUALIZING EFFECTS OF FEDERAL GRANTS 


James A. MAxwELi 
Clark University 


REGULAR FEDERAL grants to state and local governments have in- 
creased more than threefold in the past decade (Table 1). Grants 
for public assistance (notably old-age assistance) have maintained, 
and even improved, their position of dominance. The largest relative 
growth was, however, in grants for health services. Of the remainder 


TABLE 1 


REGULAR FEDERAL GRANTS, FISCAL YEARS 
1941, 1951, 1952 


1941 1951 1952 
(millions of dollars) 

Public assistance ™ ; 330 1,186 1,178 
Health services. ee ; 26 169 183 
Transportation and communication.... 166 427 448 
Employment security eS 178 187 
Education and general research : 25 49 122 
Miscellaneous. . . ate 129 248 253 
Total... a i ee 2,257 2,371 
Source: Maxwell, Federal Grants and the Business Cycle (NSRB, 1952), pp. 3-6; 


Social Security Bulletin (June, 1953), pp. 19-20. 


the grants for transportation and communication (mostly for high- 
way construction), and for employment security (administration of 
unemployment compensation and the unemployment service), grew 
less rapidly than the total.’ 

Distribution of grants among the states altered in the decade, and 
the alteration was markedly in favor of the poorer states. Of the nine- 
teen states which received an above-average increase in per capita 
federal grants 1941-52, all but two (Rhode Island and Missouri) 
were below average in per capita income 1949-51. The shift occurred 
because the greatest expansion was in welfare grants which naturally 
go to the poorer states and because the distribution formulas were 
altered so as to favor the poorer states. For example, grants for old- 
age assistance in 1941 could not exceed half a maximum payment of 
$40 monthly per recipient, whereas in 1951 the federal government 

1. The rapid growth in grants for education in fiscal 1952 over fiscal 1951 was due 


to grants for school construction and maintenance in defense-affected areas. Possibly 
these should be regarded as emergency grants. 
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would provide three-quarters of the first $20 of the average monthly 
payment, plus half of the remainder up to a maximum of $50. 

A more precise and detailed measure of the shift is, however, 
provided by correlating per capita income payments by states with 
per capita grants in the earlier and in the later period. The results 
are shown in Table 2. The most notable change was with respect to 
total per capita grants. In 1940-41 a slight positive relationship pre- 
vailed: states high (low) in income tended also to be high (low) in 
grants. The grants, instead of being equalizing, tended to favor the 
richer states. And the major factor in this curious and illogical re- 
sult was grants for public assistance. Only one set of grants—those 


TABLE 2 


RANK CORRELATION BY STATES 


A* B* 
Total regular federal grants. . . +.31 —.18 
Public assistance ai +.41 — .32 
Transportation and communication..... +.11 — .08 
Education. ..... ; en +.01 —.10 
Health services. re en ae — .39 —.67 
Employment security................ + .89 +.51 


* A, Rank Correlation of per capita income and per capita federal grants 
for calendar 1941. 


B, Rank Correlation of per capita income for calendar 1949-51 and per 
capita federal grants for fiscal 1952. 


for health services—effected a significant equalization because al- 
location to the states was partly on the basis of need and financial 
ability. 

In 1951-52, however, correlation of total grants by states with 
income payments yielded a negative value which, while low, meant 
that, compared with 1940-41, equalization did occur. The major in- 
fluence was that grants for public assistance had been shifted to an 
equalizing basis. The distribution of grants for health services was 
much more equalizing than in 1940-41.? 

Equalization by means of distribution of grants is, however, only 
part of the process of interstate redistribution of governmental in- 
come. Not only have the poorer states improved their position with 
respect to receipt of grants; in addition, the federal revenue from 
which grants are provided drains relatively more from the richer 
states. With one exception the money distributed as grants comes 

2. It is of interest to notice that the 100 per cent grants for administration of un- 
employment compensation and the employment service in both periods were distrib- 
uted so that, in general, large grants went to the rich states and small to the poor 


states. Since the aim of allocation is to cover administrative costs, it would seem that 
costs are higher in the richer states. 
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from the general revenues.* It is, therefore, reasonable to assume 
that the incidence of the revenue spent as grants is the same as that 
of aggregate tax collections. Measurement of the incidence of fed- 
eral taxes, state by state, was attempted for 1940 by a Special Com- 
mittee on Intergovernmental Relations in the United States.* It 
found that incidence per capita ranged from $172 for Delaware to 
$10 for Mississippi. A rank correlation of state income payments 
per capita for 1941 and per capita tax incidence for 1940 (the high- 
est per capita figure being given a rank of 1 and the lowest a rank 
of 48) gives a value of +-.95. A similar study of federal tax incidence 
for fiscal 1951 indicates that the range is from $744 per capita for 
Delaware to $92 for Mississippi.® Correlation of these figures with 
per capita state income payments 1949-51 gives a value of +.94. 
Regression lines for both periods have approximately the same 
slopes, indicating that the relative federal tax drain has not altered 
significantly. It appears, therefore, that in 1951, as a decade earlier, 
federal taxes are distinctly equalizing. 

Should the equalizing process be carried farther? Since Congress 
in the past has ordinarily financed grants out of general revenue 
and has not tied grants to the proceeds from specific taxes, further 
equalization, as a conscious decision, is likely to come through ex- 
tension of the device of variable-ratio grants by which the poorest 
state might be reimbursed by the federal government to the extent 
of 75 per cent of approved expenditure, while the reimbursement of 
the richest state might be 25 per cent with the ratios for the other 
states in between. What are the merits and demerits of such grants? 
A general criticism, advanced recently by Professor A. D. Scott, is 
that they impair “resource-allocation” or productive efficiency. More 
specifically, geographical transfers of governmental income from 
richer states to provide “amenities to poor people in resource-poor 
states” will tend to counteract the incentive to labor mobility “and 
thus prevent the maximization of national production.’”’® Scott ad- 
mits that such grants may relieve want and thereby serve purposes 
of equity. But in so doing they defeat “the material end of a 
federal nation.” 

3. The exception is the grants for employment security administration which come 
from payroll taxes. 


4. 78th Congress, 1st Session, Senate Document No. 69, Federal, State and Local 
Government Fiscal Relation, pp. 207-20. 

5. Based on unpublished estimates prepared in the Office of Federal-State Relations 
of the Department of Health, Education, and Welfare. 


6. A. D. Scott, A Note on Grants in Federal Countries,” Economica (November, 
1950), pp. 418-22. 
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A very different position has been taken by Professor James M. 
Buchanan who argues that equalizing grants “cannot be rejected 
for efficiency reasons.” In the case of some grants “resource effects 
should perhaps be taken into account, but primarly the transfer 
policy should be based on alternative objectives: equity, national 
interest, and the preservation of minimum standards of the public 
services.”*’ Buchanan’s concept of fiscal equity is sufficiently origi- 
nal to deserve examination. According to it “persons dissimilar in 
no relevant respect” should everywhere pay the same total taxes and 
get the same governmental services.* In actual practice the tenden- 
cy is, he believes, for state and local taxes to be higher and benefits 
from state and local governmental services lower in low-income 
than in high-income areas (states). This, according to Buchanan, 
brings a distortion of resource-allocation, and owners of resource- 
units will tend to move them to high-income states unless a remedy, 
such as equalizing federal grants, is applied to hold resources in the 
poorer states. Only in this way can the fiscal system be neutral “in a 
geographic sense.” 

As an aside, let it be noted where this argument leads. The states 
are accepted as appropriate geographical units for receipt of federal 
grants. But since taxes and benefits vary among localities within 
each state, neutrality in a geographic sense would require that the 
federal grants somehow be distributed so as to equalize local taxes 
and benefits. 

Apart from this overwhelming practical difficulty, is the concept 
sound? To me, it appears to beg the question by assuming that 
persons have no control over where they live, or what governmental 
services they shall have, whereas the opposite premises are more in 
accord with the facts. If a group of persons chooses to live in an 
area with inferior physical resources, and if, for this reason, the 
governmental services which they secure are at a lower level of pro- 
vision, or cost more in taxes, than those of groups of persons living 
in superior areas, why would it be equitable to level up the fiscal 
situation by means of equalizing grants? If, indeed, the national in- 
terest requires that persons live in an area which, otherwise, they 
would not choose, then compensation is due. Moreover, mobility is 
imperfect and numerous instances occur where people cling to resi- 
dence in a declining economic area. In such case also a minimum 

7. “Federal Grants and Resource Allocation,” Journal of Political Economy (June, 
1952), p. 217. See also “Federalism and Fiscal Equity,” American Economic Review 
(September, 1950), pp. 583-99. 

8. Federalism and Fiscal Equity, pp. 587-89. 
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level of essential governmental services cannot, perhaps, be pro- 
vided out of local taxes, and grants-in-aid may be desirable. But 
the grants should be designed to assure only a minimum level of 
service, below the actual level of richer areas. And it will be the 
part of wisdom to shape policy so as to move people out of the in- 
ferior areas.° 

Rejection of Buchanan’s argument does not, however, connote 
acceptance of the view that the present system of grants in the 
United States impairs efficient resource-allocation. The reason is to 
be found in the type of grants. As has been indicated, one-half the 
total now goes for public assistance, i.e., to persons who are un- 
employables, not in the labor market. These grants very likely de- 
crease mobility by reducing the pull of higher payments in the 
richer states,’° but this decrease is not wasteful. On the contrary, 
provision of a minimum of subsistence to unemployables where they 
happen to be located appears to be an economic use of government 
income. 

The remaining federal grants fall into two main categories: 
(1) a miscellany of welfare grants for public health, education, and 
general research, and (2) grants for transportation and communi- 
cation, notably highway construction. In the first group a great 
deal of the expenditure renders services to unemployables, and the 
argument given above applies. But when the services are for em- 
ployables, does the impairment of efficiency argument apply? Prob- 
ably not. The expected result is that the level of health and education 
is raised in the poorer states where the greatest room for improve- 
ment exists. Equalizing grants here may secure a net increase in 
productive efficiency. 

The second type of grants is developmental in purpose. The ex- 
penditure puts resources to work at economical performance of a 
government function. To distribute these grants among the states 
mainly on an equalizing basis would be inappropriate and, in fact, 
it is not done. Highway grants have, for years, been distributed 
according to population, area, and rural delivery and “star route” 
mileage. A revised approach might be as follows: (a) Congress 
would determine the annual expenditure per state which is necessary, 


9. Some minor strands of Buchanan’s argument seem to be in error. A surplus of 
unskilled labor implies, so he believes, a shortage of skilled labor in a state. But 
surely this is not a natural or inevitable consequence, and his illustrations contradict 
it. The South with a possible surplus of unskilled labor has had a net outmigration 
of professional people for years, indicating a surplus of skilled labor relative to 


opportunities. 


10. Mobility has other obstacles, notably residence requirements. 
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in the national interest, to achieve a minimum level or standard for 
a designated system of roads; (b) Congress would decide the an- 
nual expenditure—the fiscal effort—which the states should make; 
(c) federal grants would be offered to cover the difference. This 
method, when used for the developmental grants, would not neces- 
sarily transfer income to the poorer states. Suppose poor state A is 
small and flat, so that the cost of road construction of a minimum 
standard is low per mile ($50,000), compared with rich state B 
which is large and mountainous and where construction cost per 
mile is high ($500,000). Suppose also that Congress will make 
grants of 75 per cent of approved expenditure to state A and of 25 
per cent to state B. State A (poor) might secure a smaller total of 
grants than state B (rich). The point of the illustration is that dis- 
tribution of developmental grants on an equalizing basis would be 
an unreasonable waste of governmental income; distribution to take 
account of national needs and state fiscal resources might improve, 
rather than impair, resource-allocation. 

Although the actual distribution of grants in the United States 
does not injure resource-allocation, grants, if altered or enlarged, 
might do so. Grants providing services to employables in poor states 
might have this bad effect, especially if the level of provision were 
generous because of a marked equalization basis. Unconditional 
grants which enabled poor states to provide such services would raise 
similar dangers, and so would developmental grants, if allocated 
chiefly by an equalization formula. 

Equalization must, I believe, be pursued with discretion; it 
should be viewed as one of several guides in establishing a basis for 
distribution of grants. Some of the other considerations are set 
forth seriatim: 

1. In the United States the revenue spent for grants is collected 
so as to drain more relatively from the richer than the poorer states. 
The extent of this interstate redistribution must be considered when 
framing redistributive grants. 

2. The federal government should aim by grants to aid state and 
local governments to provide a minimum or floor level of services 
with respect to those functions in which a national interest warrants 
federal action. For example, it might decide that, in each state, 
governmental expenditure on primary and secondary education 
should, as a minimum, amount to $100 yearly per child of school 
age, and be prepared only to give grants to aid achievement of 
this level. 
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3. The functions for which grants may be appropriate are state- 
local, rather than federal, and administration will be handled by 
state-local officers. Accordingly state-local officers should be re- 
quired to make a reasonable fiscal effort to provide the services.’ 

4. The share of expenditure in a state for a function provided by 
federal grants cannot exceed some percentage (perhaps 75 per cent) 
without impairing state administration. This percentage should, 
therefore, be set as a limit, overruling any other detriments. If 
federal interest in performance of a function appears to require 
grants in excess of this percentage, federal assumption of the func- 
tion is indicated. 

5. For developmental, as distinct from welfare grants: equaliza- 
tion will only be one, and often not the most important, basis of 
distribution. 


11. This effort might be defined as a specified percentage of annual income payments. 











REAL ESTATE INVESTMENT EXPERIENCE 
IN NEW YORK CITY* 


LEo GREBLER 


Columbia University 


THE RECORD OF REAL ESTATE investment experience in New York 
City is an extraordinary one in many respects. It runs counter to 
widely accepted notions of the profitability of real estate invest- 
ment—to what may be called the folklore of real estate investment. 
The record is at variance with the traditional belief that real estate 
values in the long run are inevitably increasing. It discloses so sharp 
a break in the investment experience of two succeeding genera- 
tions—before and after 1930—that there seems to be more involved 
than the vicissitudes of cycles. 

These generalized statements hold more or less for every one of 
the numerous groups of properties analyzed in the study, but the 
findings show at the same time such great variation of experience 
as to limit consideration of urban real estate as a homogeneous class 
of investment. Not only do the results differ for various types of 
structure, but the outcome is largely determined by the timing of 
investment—apparently much more so than in the case of bonds 
or urban mortgage loans. 

Generally, net returns on long-term investments in the properties 
included in the study have been lower than one would expect con- 
sidering the risks involved in real estate investment: the instability 
of gross and particularly of net earnings; the factors normally sub- 
sumed under depreciation and obsolescence including what may be 
called locational obsolescence; the exposure to specific taxes on real 
estate; and the hazards of other public policies exemplified by the 
often capricious effects of rent control. 

This impression is strengthened by a comparison of net returns 

*This paper was presented at a meeting of the American Finance Association in 
Washington, D.C., on December 28, 1953. The program was under the chairmanship 
of Paul F. Wendt, University of California, Berkeley. The paper was presented in- 
formally on the basis of charts which showed some of the results of a study of long- 
term operating and investment experience in real estate in New York City, covering 
the period from 1900 to 1950 and the record of about 600 properties. The study is 


scheduled for publication late this year by Columbia University Press. The following 
statement is a non-quantitative summary of conclusions suggested by the findings. 
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on the New York real estate investments with those in bonds and 
urban mortgage loans. Differentials in favor of real estate generally 
appear to be commensurate with risks through 1930, but they seem 
to have been wholly out of line since. The dichotomy in investment 
experience before and after 1930 has been much more pronounced 
for real estate than for bonds and mortgages. There is a real ques- 
tion whether yield differentials during the past twenty or twenty-five 
years have been large enough to attract responsible, long-term 
equity capital into the development and operation of real estate 
rather than into other investment outlets. 

Much of this experience is, of course, conditioned by the Great 
Depression, followed almost without a breathing spell by rent con- 
trol. The cumulative effects of this sequence of events have extended 
over two decades, and one cannot but wonder whether they have 
produced a lasting change in the position of real estate in the 
hierarchy of investments. Or they may have reinforced the opera- 
tion of more basic forces impinging on long-term real estate invest- 
ments. The record suggests that obsolescence of both structures and 
locations takes its toll in long-term real estate investments, as they 
are exposed to competition of more modern buildings in “newer” 
locations—competition perhaps associated with the peripheral 
growth of metropolitan areas. And a long-term increase in the rela- 
tive burden of real estate taxes points up the difficulty of adjusting 
this major expense item as urban centers need more tax revenue— 
a hazard not encountered in many other forms of investment. 

With hindsight, then, the record established here for the first 
time may help to explain why there has been no larger volume of 
responsible, long-term equity investment in urban real estate. With 
foresight the record may serve to focus attention on the need for 
increasing the attractiveness of such investment in the interest of 
sounder urban development. Some of the factors operating on invest- 
ment experience in real estate, such as instability of earnings and 
the effects of competition of newer structures and of locational 
shifts, can never be fully controlled. But public policies in respect 
to zoning, taxation, and rent control, to mention only a few, can be 
so designed or administered as to encourage responsible, long-term 
equity investment in real estate. 

These conclusions must be tempered by consideration of the kinds 
of long-term real estate investment included in the analysis. The 
findings relate to real estate located in New York City, and invest- 
ment experience in other cities may have varied from that in New 
York. But a high proportion of the nation’s income-producing real 
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estate, and particularly of large properties, is located in New York. 
Almost a quarter of all non-farm residential structures containing 
five or more dwelling units and fully half the number of structures 
containing twenty or more units are in the nation’s largest city; and 
New York’s competitive office space is estimated at 29 per cent of 
the total in 102 American cities. Thus, the investment experience of 
properties in New York is of more than local significance. 

Real estate investment as analyzed in the study has a specific and 
limited connotation. It refers to investment in properties held over 
a long period of time, usually several decades. The findings have no 
bearing on the success or failure of short-term holdings or specula- 
tive undertakings, nor does it bear on profits of unscrupulous proper- 
ty owners who under rent control have engaged in illegal or shady 
practices. Some of the properties were acquired through inheritance 
or gift. In these instances, the transfer valuation or computed ac- 
quisition cost on which net returns are based may vary from the 
price an investor free to “pick and choose” would have paid; and 
allowance must be made for inertia of heirs and other beneficiaries 
in holding on to investments acquired in this fashion. 

Moreover, investment returns are computed on a “free and clear” 
basis to show the investment performance of specific parcels of 
land and improvements rather than the return to specific investors 
operating under many different legal forms of ownership and vary- 
ing financial arrangements affecting their tax status. Consequently, 
they do not reflect tax advantages of depreciation allowances and 
deductible mortgage interest payments. 

There are other qualifications of the data which cannot be spelled 
out here. Nevertheless, the financial experience of real estate held 
for long-term investment is of great significance to the future de- 
velopment of urban real estate. For many years critics of the real 
estate development associated with the rapid growth of American 
cities have decried the prevalence of speculative, short-term motiva- 
tions in the creation and management of one of the most durable 
assets. Many of the maladjustments in the physical structure of 
cities have been attributed to this factor. Observers have for some 
time stressed the need for attracting equity investors who take the 
long view. To judge from the New York record, there is a real ques- 
tion whether the performance of real estate investments acquired 
with long-term investment motivations and held over long periods 
has been such as to encourage this kind of investor. 
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BOOK REVIEWS 


Business Finance 


The Volume of Corporate Bond Financing since 1900. By W. Brappock Hick- 
MAN. Princeton, N.J.: Princeton University Press, 1953. Pp. xxxi+429. 
$7.50. 


Professor Hickman’s book will be welcomed by students of corporate finance 
and investments as the first comprehensive presentation of findings of the cor- 
porate bond research program of the National Bureau of Economic Research. 

Based on the Corporate Bond Project of the W.P.A., the bond research pro- 
gram was launched by the National Bureau in 1946 as the most extensive ever 
undertaken in this field. This volume presents and analyzes aggregate statistics 
of new corporate bond offerings, extinguishments, and amounts outstanding, 
along with data on defaults and default settlements. A subsequent volume is 
promised on characteristics and investment behavior of the securities included 
in the aggregates. 

As is customary in National Bureau studies, emphasis is placed on the cyclical 
aspects. For the period 1900-1938, it was found that “on balance, corporations 
obtain an increasing volume of funds through the bond market during periods 
of contraction and a decreasing volume during periods of expansion. . . . The 
behavior of stock offerings shows that corporations typically obtain an increasing 
volume of funds in the stock market during expansion stages, when net bond 
financing declines, and a decreasing amount during contraction stages, when net 
bond financing expands. Stock and bond financing thus appear to complement 
each other over the various stages of the cycle.” 

It is a matter of common observation that experience has been quite different 
during the past decade. During this protracted period of prosperity, bond 
financing has expanded to record levels, while stock offerings have been relatively 
small in volume. At the same time, retained earnings have far exceeded external 
financing as a source of funds. 

Moreover, there is good reason to doubt seriously that the next period of 
economic contraction will witness an increase in bond financing. Both the 
magnitude of the funds corporations now derive from internal sources—deprecia- 
tion and retained earnings—and the important role of expansionist credit policies 
in promoting economic stability raise questions about the applicability of the 
1900-1938 behavior of corporate bond financing to projections of the volume 
and timng of such financing into the future. 

The extensive data on corporate bond defaults will attract the most interest 
among investor readers of Dr. Hickman’s book. These data will be of particular 
value to institutional investors who have been favoring corporate bonds over 
government obligations since the end of the war, often with a relatively small 
increase in yield. The chief findings are that: 


1. Defaults were relatively small during the first three decades of the present 
century, averaging 2.75 per cent of the average amount of corporate bonds 
outstanding. A sharp increase began in 1931 that reached a peak of 14.9 per cent 
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in 1936. The experience of the Great Depression of the 1930’s was thus sui 
generis, and not typical of what has happened or is to be expected in other busi- 
ness cycles. 

2. There is a higher ratio of defaults to outstandings among small than among 
large bond issues. 

3. Railroad defaults were mainly responsible “for the dramatic increase in 
outstandings in default during the Great Depression.” 


The author succinctly summarizes his findings for investors as follows: 
“Despite the unusual financial disturbances of the Great Depression, the record 
of American business enterprise in servicing its funded debt has been remark- 
ably good. Between January, 1900, and January, 1944, contractual interest 
charges aggregated $40.8 billion, and actual payments $38.4 billion. Thus, over 
94 per cent of all contractual interest was paid during this period, leaving only 
6 per cent in arrears. Moreover, in none of the years in question did the portion 
of the contractual interest actually paid fall below 84 per cent, and in 32 of 
the 44 years it exceeded 95 per cent.” 

In applying these figures to the future, it is important to remember that 
yields offered on corporate high-grade bonds are now substantially lower than 
those available in the 1900-1944 period. 

Jutes I. Bocen 
New York University 


Case Problems in Finance. By Pearson Hunt and CuHartes M. WILLIAMs. 
Homewood, Illinois: Richard D. Irwin, 1953. Pp. ix+510. $6.00. 


This book is a revision and enlargement of the authors’ Case Problems in 
Finance, first published in 1949. It includes descriptions of fifty-nine cases, 
twenty-two dealing with the financing of current operations, twenty-four with 
the financing of long-run needs, and the remainder with reserve and dividend 
policies, promotion, expansion, combination, and other more general problems. 
These cases present a wide variety of actual business situations which require 
decisions on financial measures. 

The basic problem in each case is fully and clearly described, and the relevant 
financial records are given, so that the student is in possession of the facts essen- 
tial for making a decision. He is not, however, presented with any ready-made 
answers. And in only a few instances are alternative solutions explicitly stated. 
The instructor and his students are left to argue the case and to reach agreement 
or to differ as to the appropriate solution. In short, the student who wants to be 
told the “right answer,” and the instructor who wants a text that requires a mini- 
mum of preparation on his part, will not be happy with this book. 

This is not, however, a criticism of the text. On the contrary, it is a virtue. 
There are no substitutes for skilful teaching on the part of the instructor or real 
thinking on the part of the student. Good judgment, as the authors point out, is 
a product of careful analysis and discussion with others; and training in judg- 
ment is best achieved by dealing with a wide range of actual situations in all their 
complexities. 

Most of the cases deal with recent situations, and partly for that reason few 
are concerned with problems of depression. Only one case, for example, deals 
with reorganization. It can be argued that failure and reorganization are legal, 
rather than financial, problems. But students of finance might learn from them, 
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as medical students learn from an autopsy, not merely what can be done under 
the circumstances but what could have been done earlier to avoid failure. Also, 
there is only one case centering on tax problems. Perhaps this is a healthy sign 
even though it does not reflect current business attitudes. 

On the whole, the distribution of cases apears to reflect the problems of nor- 
mal business, and individually they should provide the material for intelligent 
discussion and constructive thinking. 


MABEL NEWCOMER 
Vassar College 


Business Organization and Combination. By RicHaRD NorMAN OweENs. Fourth 
ed. New York: Prentice-Hall, 1952. Pp. xiv+562. $5.50. 


The fourth edition of this well-known work is evidence of its wide acceptance 
as an introductory text in the field of restraint of trade through the stifling of 
competition. The first two parts are devoted to a description of organized 
business under both the non-corporate and corporate forms. Parts 3 through 5 
are devoted to the investment company, industrial combination, and the regula- 
tion of combinations, respectively. In the factual and “dated” material the 
author has done well to bring it up to date, and it is written in commendable 
English and in a style which lends itself readily to the flow of ideas. 

Chapter 19 on pools, in the reviewer’s opinion, is by far the most enlightening 
and best written chapter in the whole work. Like gentlemen’s agreements, the 
incidence of restraint as an effect of pool agreements is hard to detect and even 
more difficult to evaluate. The author has performed a first-rate piece of writing 
in being able to meld the arguments—both pro and con. Also the whole of Part 
5 on the regulation of combinations is exceptionally well documented and one 
wonders how much additional material was unfortunately sacrificed purely be- 
cause of space limitations. Each chapter is supplied with collateral sources for 
both extensive as well as intensive study. On the whole this work has ac- 
complished, at an introductory level, what it set out to do. 

There are, however, certain handicaps, some of them major. It is hard to 
see why one whole part is devoted to the investment company. This could just 
as easily and more readily be included as a single chapter after the holding 
company. Again chapter 16 on practices of investment companies, which contains 
a serious indictment of the whole investment banking profession, has no 
documentation of any kind. Such material should be adequately supported. 

The whole of Parts 1 and 2 on business organization tends to limit the area 
within which the book may be serviceable. In schools of commerce the mate- 
rial is repetitious, while in liberal arts institutions, since it is almost exclusively 
expository, the student is never faced with the necessity of coming to grips with 
the problems as they originate in the organization form. 

More important, however, is the fact that since about two-thirds of the 
book is devoted to combinations and their control, very little attention is focused 
on the origin of the problem. Chapter 26 on the economics of combinations 
should inroduce Part 4 on combinations, and not close this section as it now 
does. It would appear that the author could perform a signal service by leaning 
more heavily upon Mrs. Robinson’s and Chamberlin’s contributions to the fields 
of monopoly, monopsony, oligopoly, etc. These two pioneering works are not 
even included in the chapter bibliography. Combinations do not occur by ac- 
cident but occur as an attempt to solve some economic problems. Only through 
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a more analytical background can their origin be accounted for, which origin 
will greatly influence their solution. Only then can one answer the major ques- 
tion: Will the public interest best be served by stable controlled combinations 
or unstable competitive institutions? 

Whoever examines this volume with care will be well repaid for his trouble, 
for the reader will gain information, develop the necessary perspective to par- 
ticipate in public discussions, and above all, come to appreciate that simple 
solutions are by no means the best solutions. 


F. W. MUELLER, Jr. 
DePaul University 


Financial Management for the Small Businessman. By L. A. Tuncate. Boston: 
Chapman & Grimes, 1952. Pp. 132. $3.00. 


The avowed purpose of this work is to explain the “practical aspects of 
financial management” to the small businessman and make him better able 
to appraise financial statements. This ambitious undertaking covers in a very 
superficial manner the following chapters: Budgets, Cost Control, Inventory 
Control, Financial Statements, Ratios, and Turnovers. 

The author emphasizes both in the Preface and at different points throughout 
the book the need for a simple treatment of the problems of financial manage- 
ment for the small businessman. However, the presentation does not fulfil the 
announced objective and may result in confusing and discouraging the reader. 

Sweeping generalities are used to simplify particularly difficult conceptual and 
procedural problems in budgeting, cost accounting, and financial statement 
analysis. For example, the author states: “If the small businessman can main- 
tain an average honest 2.0 current ratio, he will never be bankrupt.” 

The introduction of new definitions for standard terminology used in account- 
ing and financial analysis is apparent. For example, the author defines the 
operating ratio as “the relation of net profits to total sales.” The wisdom of 
the use of new concepts and new definitions is questionable in an admittedly 
simplified treatment of financial management. 

There does not seem to be any connectivity of ideas or central analytical 
method evident in the work. The conclusions, if any, are found in the unique 
criteria for determining what records should be kept by the small businessman 
and how detailed his financial analyses should be. According to the author, the 
small businessman should follow the slogan “the more the better.” 


Joun W. Bover, Jr. 
Washington University 


Consumer Finance 


The Role of the Sales Finance Companies in the American Economy. By CLYDE 
Wrii1AM PHELPs. Studies in Consumer Credit, No. 1. Baltimore: Com- 
mercial Credit Company, 1952. Pp. vii+-87. 


This is the first in a projected series of studies devoted to instalment sales 
financing. In it Professor Phelps covers five major topics: (1) problems involved 
in financing the movement of automobiles from manufacturer to dealer to con- 
sumer; (2) unwillingness of banks to tackle instalment financing during the 
formative years of the automobile industry and the reasons therefore; (3) 
evolution and growth of sales finance companies to fill the breach; (4) ex- 
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perience of sales finance companies in the prosperous twenties and depressed 
thirties; and (5) war and postwar trends. His coverage of each topic is briefly 
summarized in the five paragraphs which follow. 

As the automobile industry developed in the years following 1900, it ran into 
a serious financing bottleneck. Manufacturers needed cash when cars left the 
factory; most dealers did not have it. Dealers needed cash when cars left their 
showrooms; many customers did not have it. To break this bottleneck, credit 
was required at both links in the manufacturer-dealer-consumer chain. 

Banks were the only major financing institution then in existence which could 
have supplied the credit. They were unwilling to do so for a number of reasons: 
desire to avoid the operational problems and risks involved; lack of feeling 
of any need to offer the new type of financing services required; and opposition 
to use of credit for consumption purposes. 

Into this financing void stepped a newly developed type of financing agency 
—the instalment sales finance company. It is another example of the principle 
that “human institutions arise in response to social need” (p. 12). Many of 
the earliest sales finance companies started as accounts receivable financing 
companies and then moved into instalment financing. Others started as sales 
finance companies. Regardless of origin they perform two basic functions: (1) 
purchase of instalment paper from retailers (retail financing so called) and 
(2) financing of retailers’ inventories (floor planning or wholesale financing 
so called). 

Although a considerable number of sales finance companies were formed 
between 1910 and 1920, the real boom occurred between 1921 and 1925. Dr. 
Phelps stresses their importance in helping to push the automobile industry 
to the number one spot in our economy and in facilitating the growth of other 
consumer durable goods industries during the 1920’s. In his words “mass 
distribution of automobiles is dependent on wholesale and retail financing” 
(p. 68). He notes the fact that only a negligible number of finance companies 
failed in the 1930’s and credits those which held on with playing an important 
role in helping to lead us out of the depression. 

His treatment of war and postwar developments is very brief. He notes the 
entry of banks into the field and predicts that competition will grow increasingly 
keen. He is confident, however, that sales finance companies have proved their 
worth and will continue to function as an important and integral part of the 
instalment financing picture. 

Professor Phelps explains in the foreword that his objective in making the 
study is to increase public understanding of the “broad social significance of 
the sales finance companies.” The study is thus:aimed mainly at the general 
reader rather than the specialist. He carries out his objective by drawing 
together the large and growing literature in the field. In consequence, the study 
is liberally sprinkled with quotations and heavily footnoted. 

The reviewer’s main criticism of an otherwise capable study concerns Pro- 
fessor Phelps’s opening statements in the summary section on page 9, viz.: 
“The sales finance company is not to be confused with consumer finance com- 
panies which engage primarily in lending money to consumers under state small 
loan laws which permit rates of interest greatly in excess of the rates charged 
by commercial banks. In contrast, the sales finance company engages primarily 
in buying receivables from retailers and other enterprises at rates which are 
competitive with those charged by banks for this type of financing.” These 
statements do not seem relevant to the subject matter of the study; worse, 
although formally correct, they are grossly misleading. 
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Cash loans by banks are subject to usury law limits; these limits—ranging 
from 12 to 18 per cent in the majority of states—are lower than small loan 
law limits. Purchases of retail instalment paper by banks are mot subject to 
usury law limits. Bank rates on purchased new car paper are in the neighborhood 
of 10 to 12 per cent a year. Bank (and sales finance company) rates on pur- 
chased used car paper are much higher, ranging up to 30 per cent a year 
or more. These used-car rates approximate and are the proper comparison with 
small-loan rates since both types of financing involve about the same size of 
loan. New-car financing involves much larger-size loans. The importance of 
loan size in determining rate levels is well known. At least it is to Professor 
Phelps for he has written numerous articles on the subject. 


WALLACE P. Mors 
Babson Institute of Business Administration 


Insurance 


Investment of Life Insurance Funds. Edited by Daviy McCanaw. Philadelphia: 
University of Pennsylvania Press, 1953. Pp. xvii+-302. $3.75. 


In the introductory chapter of this book, Professor McCahan points out that 
although the relationship of life insurance companies to their policy holders is 
that of debtor-creditor, legislators and company officers regard the company 
obligations as a moral if not a legal trust, and a “quasi-trust . . . philosophy 
permeates and determines investment administration.” Since the legal reserves 
are in fact debts, the purchase of “liens and debts which appear on the asset 
side of the balance sheet . . . is in substance hedging debts against debts.” 
Further, it is “important that in their safety, stability of value, diversification, 
maturity distribution, yield, and other qualities [these assets] show good 
promise of meeting over a period of time all of the requirements growing 
out of the peculiar characteristics of the liabilities that the company has 
accumulated.” 

Following the introduction, Professor Kuznets, in chapter ii, discusses the 
demand for long-term capital funds and appraises the available techniques 
for its measurement. In chapter iii, Raymond W. Goldsmith examines the supply 
side of the investment equation, indicating the part played by life insurance 
funds. In chapter iv, Robert W. Patrick describes the practical aspects of life 
insurance investment portfolio management with appropriate reference to the 
various types of available securities. 

With this background providing the setting, subsequent chapters deal with 
the problems, policies, and practices surrounding the important categories of 
investment, including government securities (Willis J. Winn), real estate 
mortgages (L. Douglas Meredith), corporate debt (Arnold R. LaForce), real 
estate and other property (John G. Jewett), and preferred and common stocks 
(G. Wright Hoffman). Setting out and appraising the important arguments and 
evidence pro and con, Professor Hoffman arrives at a somewhat guarded con- 
clusion that “life insurance companies can invest to their economic advantage 
substantially larger amounts in common stock—perhaps a minimum of 10 
per cent to a maximum of 25 per cent of admitted assets” provided, of course, 
state laws are amended to permit it. 

The final chapters are given over to the valuation of assets (Sherwin C. 
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Badger), the influence of government (James J. O’Leary), and life insurance 
portfolio management during the last century (George T. Conklin, Jr.). Mr. 
Badger is properly critical of present valuation rules as being illogical and in- 
consistent, in some cases (mortgages) allowing complete freedom and in others 
(bonds), being based on what someone thinks the value may be at some future 
time. Discussion of the influence of government is confined wholly to the effects 
of such federal agencies as the Federal Reserve System, the Treasury, and the 
housing agencies. The last two chapters, on portfolio management, provide a 
good review of the economic framework, problems, policies, and trends of life 
insurance investments over the life of the industry in this country. 

The volume is successful in bringing together in limited space a discussion of 
the important theoretical and practical aspects of the investment of life in- 
surance funds. From the standpoint of presenting a unified and coherent whole, 
the book suffers somewhat from the fact that each topic is discussed by a 
different person. Yet the advantages of having direct expression from a group 
of specialists, each well qualified in his field, doubtless outweigh this 
shortcoming. 

J. Epwarp HEpcEs 
Indiana University 


International Finance 


Die Systeme der Exportrisikogarantie in Deutschland, Grossbritannien, Bel- 
gien, Frankreich, den Niederlanden, der Schweiz und Schweden. By WERNER 
Licuey. (“Schriften des Hamburgischen Welt-Wirtschafts-Archivs,” No. 
4.) Hamburg: Verlag Weltarchiv, 1953. Pp. 56. 


In this brief, yet comprehensive essay on “the systems of export risk 
guaranty” in the leading western European nations, Dr. Werner Lichey presents 
4 convenient summarization of more than three decades of experience of those 
countries with state export credit insurance—a field virtually unknown in the 
United States. Lichey’s study probably is the first published since World War II, 
thus making a valuable contribution to the extremely meager literature on this 
aspect of foreign trade financing. 

The text comprises (1) an introduction giving a concise discussion of the evo- 
lution of export risk guaranty; (2) a detailed comparative analysis of the British 
and German guaranty systems and individual surveys of the systems of the other 
selected countries, and (3) an evaluation of the post-World War II develop- 
ments in state export risk guaranty. 

Lichey traces the beginnings of export credit insurance to the period before 
1914, when Switzerland, Great Britain, and Germany had private “commodity 
credit insurance” covering “easily perceivable commercial risks in export trade.” 
But the western European systems of state export risk guaranty were first estab- 
lished after World War I, with Great Britain and Germany pioneering in this 
field. The immediate cause of their creation was the political and economic in- 
stability in the traditional export markets that increased risk to such an extent 
that even in countries with highly developed private insurance, “the credit insur- 
ance institutions could not grant such risk coverage without the state’s assump- 
tion of sufficient guaranty.” 

However, in his highly illuminating “comparison of the guaranty system in 
Germany and Great Britain” (chap. ii)—covering more than one-third of the 
text—the author stresses the noteworthy fact that, while the British risk guar- 
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anty was from its inception governmental in character, Germany endeavored to 
utilize “private credit insurance with state assistance” in promoting its foreign 
trade. Only after World War II did Germany adopt a state guaranty system. 
And as the other countries patterned their guaranty systems on those of Great 
Britain and Germany, there evolved different “types” of export risk guaranty, 
each according to the efficiency of the nation’s insurance business and its willing- 
ness to co-operate with the public authorities (chaps. iii—vii). 

Surveying the development of “the institution of export risk guaranty” in the 
years between the great wars, Lichey distinguishes two periods. In the “phase of 
experiments” period, from 1918 to the world economic crisis, the guaranty was 
everywhere limited in scope, owing to the “lack of any important experience in 
export credit insurance.” Moreover, it was limited to promoting specific “export- 
intensive branches of the economy,” with the view of reducing unemployment. 
Also, premiums and self-participation quotas of exporters were high. They were 
reduced only in the world depression. 

During the latter period, the activities of the state risk guaranty expanded. 
In almost all European countries the independent export credit insurance com- 
panies which suffered heavy losses through the insolvancy of overseas buyers 
had to accept financial assistance from the governments. This gave the state 
greater influence over their business activity and helped to co-ordinate them 
with the state guaranty system. In addition, non-commercial risks became of 
greater significance and “pushed the state guaranty institutions further into the 
foreground.” 

Thus, new kinds of risks arose in export transactions from the political and 
economic intervention of the buying states; transfer guaranties and partial for- 
eign exchange guaranties were introduced in all countries, and in 1939 the gov- 
ernments took over war risks. All these risks could be covered only by the state 
institutions. However, Lichey makes clear that despite these developments, 
throughout the interwar period, in all European countries real efforts were made 
by the state guaranty systems “to operate at least according to the principle of 
cost coverage.” In general, the export risk guaranty nowhere had served as a 
means of subsidizing exports. 

And what of the present? The analyses of the different national systems of 
risk guaranty reveal that since the end of World War II, “the trend toward the 
state form of organization” has been intensified. And in the final, but regrettably 
short, chapter viii Lichey evaluates these “developmental tendencies at the pres- 
ent time.” Briefly, they include: the freeing of the export guaranty from the 
basic insurance principles; transformation of the institution into an instrument 
of trade policy and its incorporation in a closed system of state export vromotion. 

The “pace maker of this development,” says the author, “is the birth-land of 
state export guaranty, Great Britain, whose primary politico-economic postwar 
objective—in line with the maintenance of full employment at home—was the 
adjustment of the payments balance through activizing of the trade and service 
balances.” With risk guaranty now almost exclusively an auxiliary means of 
national trade policy, premiums and coverage quotas are from time to time 
consciously and punctually varied in different relations for promoting exports 
and the resulting losses absorbed. The monopoly position of the state institutions 
thus makes possible the partial subsidization of definite export transactions. 

Die Systeme der Exportrisikogarantie should be of interest to American busi- 
ness and governmental organizations and industrial and export circles concerned 
with the rising problem of competition in foreign trade. It will give them a 
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better understanding of the advantages, as well as the dangers of state export 
credit insurance which now appears to be of paramount importance as a means 
of improving American foreign trade that has become vulnerable in competition 
with exporters of other countries. 

ArTHUR Leon HorNIKER 
Washington, D.C. 


International Monetary Co-operation 1945-52. By Brian Tew. London, Eng- 
land: Hutchinson’s University Library, 1952. Pp. ix+180. 8s. 6d. 


In this small volume Mr. Tew has provided a highly compressed account of 
the major institutional developments in the field of international monetary co- 
operation since the end of the war, together with a brief outline of the general 
principles of international finance. The amount of ground covered in the 160 
pages of text is in itself a tribute to the lucidity of Mr. Tew’s presentation. 
Nevertheless, Mr. Tew may underestimate the complexity of his subject matter 
in indicating in his Preface that no prior technical knowledge is expected of the 
teader; it is the impression of this reviewer that readers lacking any academic 
or professional background in the field of international finance might fairly 
quickly become bogged down. On the other hand, the graduate student who has 
been wrestling with the theoretical problems of international trade should find 
this primarily institutional analysis a highly useful supplement to his theoretical 
knowledge, while those professionally engaged in international finance will find 
that Mr. Tew has pulled together much of their factual knowledge of recent 
developments into a meaningful picture. 

The closely packed summaries in Part II—The Machinery of International 
Monetary Co-operation—of the operations of the IMF, the EPU, and the sterling 
system constitute the heart of the book and might perhaps have been expanded 
somewhat at the expense of the rather sketchy concluding account of the course 
of financial developments since the end of the war. Particularly helpful to certain 
readers will be Mr. Tew’s outline of the sterling exchange control system; most 
of the major mechanical problems are concisely and accurately analyzed al- 
though some financial analysts may be inclined to question Mr. Tew’s depreca- 
tion of the extent of dollar leakages via the cheap sterling markets. 

For the most part, Mr. Tew skims over the major policy issues of the day, 
generally limiting himself to a brief discussion of the nature of the problem and 
various suggested approaches to its solution. On the question of the efficacy of 
devaluation as a corrective international disequilibrium, he has, however, taken 
a fairly pessimistic view. More particularly, Mr. Tew’s assertion that the typical 
country faces an inelastic demand for its exports may go somewhat too far. 


Cuartes A. Coomss 
Federal Reserve Bank of New York 


Money and Banking 


Money, Debt, and Economic Activity. By ALBERT Gattorp Hart. Second ed. 
New York: Prentice-Hall, 1953. Pp. xx-+-540. $6.50. 


The newer textbooks for courses in money and banking have begun to reflect 
recent advances in economic thinking, and break away from that traditional 
outline which began with Jevons’ qualities of money and ended with a nervous 
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chapter on the business cycle. Professor Hart broke sharply with this tradition 
when he brought out the first edition of this text in 1948; in this second edition 
he has rounded off some of the sharper edges of the break without changing his 
general approach to the subject. 

After a short discussion of some of the difficulties in the modern terminology 
of money, he plunges into Banking and the Debt Structure. About one-fourth 
of the book is devoted to this subject, and the banking process is described in 
full and lively detail. The history of banking is somewhat slighted, and phrases 
like “moneyness” give a tinge of quaintness at times, but that is after all better 
than dullness. 

The next section on “Liquid Holdings, Money Payments and Prices” gives a 
clear and sympathetic account of four of the theories that have been devised 
to explain the value of money, with the contribution they made to a better 
understanding of the economic system. The third section, “Fluctuations: Em- 
ployment and Prices,” brings together the theory of money and the actual course 
of business. This part seems less successful than the preceding ones; the chapter 
on annals, which attempts to cover in thirty pages the chief political and eco- 
nomic events from 1919 to 1952, duplicates some of the material in other chap- 
ters and is too brief to be satisfactory. A fourth section of sixty pages takes 
up “International Monetary Relations,” and describes foreign exchange, the 
principal international financial institutions, and the place of gold in monetary 
systems. 

“Stabilization Policy,” which is taken up in Part V, will be for many readers 
the most important subject. Here are discussed the possibilities and limitations 
of fiscal policy in maintaining employment; here is a summary of the recent 
controversy between the Treasury and the Federal Reserve, and here also is 
an entertaining chapter on the monetary cranks. What is lacking—and it seems 
to this reviewer a fairly serious lack—is any discussion of the functions of the 
central bank in maintaining stability, or any evaluation of those newer devices 
of qualitative credit controls which are being relied upon in many parts of the 
world as well as in the United States. The author’s preoccupation with money 
seems to obscure, at this point, the role of banking in the creation of most of 
our “money.” 

There is an abundance of material in this book—perhaps an overwhelming 
amount for a beginning undergraduate student—although some of it is in foot- 
notes and appendixes where it can be ignored if necessary. Especially interesting 
are the various series of semilogarithmic graphs which make possible compari- 
sons of rates of growth (in spite of their sidewise position on the page which 
makes it almost impossible, without acquiring a stiff neck, to use them in con- 
junction with the text). The set of six graphs on cash, output, prices, and in- 
terest could furnish the material for a whole semester of discussion. 

The book is well equipped with index and paragraph headings. It is lively and 
readable throughout, and is a welcome addition to the textbook offerings in 
its field. 

Marcaret G. MYERS 
Vassar College 


Public Finance 


The Taxation of Corporate Surplus Accumulations. By James K. HAtt. (A study 
prepared for the Joint Committee on the Economic Report.) Washington: 
United States Government Printing Office, 1952. Pp. xi+-260. 











t 
; 
: 
j 
. 
' 





dition 
dition 
ng his 


ology 
fourth 
ved in 
hrases 
better 


ives a 
evised 
better 
| Em- 
course 
hapter 
1 eco- 
chap- 
takes 
e, the 
netary 


eaders 
ations 
recent 
ilso is 
seems 
of the 
levices 
of the 
money 
ost of 


elming 
1 foot- 
resting 
mpari- 
which 
n con- 
nd in- 


ly and 
ngs in 


MYERS 


_ study 
ngton: 





Book Reviews 229 


It is well know that the federal income tax law imposes an income tax on 
corporations and another on individuals in such a manner as to create a dis- 
crimination in burden against income siphoned through corporations in the form 
of dividend income. Further, it is so constituted that corporate income reaching 
the individual in the form of long-term capital gain results in favorable tax 
treatment for the individual compared to that which would result if the income 
is of non-corporate origin. Finally, it is equally well known that “corporate reten- 
tion of earnings has been a broad highway to individual avoidance of personal 
surtax.” 

What is not so well known is that Congress recognized these features and 
possible results from the first income tax law, and made provision to offset or 
neutralize the inducements to tax avoidance through the accumulation of cor- 
porate surpluses. This provision is presently contained in Section 102 of the 
Internal Revenue Code—“one of the most mysterious parts of the (Code).” 

The study under review is a concise, thorough, well-written, but scholarly, 
in the best sense of word, account of the historical development of the section, 
its meaning, the problems of its administration, the success (or lack) of its 
application, the economic effects of its operation, and proposals for making the 
section more effective. Since it is a government publication, and hence available 
at nominal cost, there is no longer any excuse for general ignorance of this 
obscure, but important, feature of the federal income tax structure. 

The study is divided into eight chapters and three appendixes. Chapter i is 
introductory and describes briefly the essential features of the Federal income 
tax and the place which Section 102 plays in the system. Chapter ii describes 
in considerable detail the criteria used in applying the section. Chapters iii and iv 
are concerned with the economic effects of Section 102. The first mentioned deals 
with specific economic effects, and is largely a summary of the results of ques- 
tionnaires circu'ated by the Tax Institute, the Brookings Institution, and the 
Joint Committee on the Economic Report for the purpose of ascertaining the 
specific economic effects. The latter mentioned analyzes the general economic 
effects. Some of those considered are: effect on level of income and employment, 
corporate solvency, corporate investment effects, corporate distribution of profits, 
and corporate directors liability. 

Chapter v is an account of the administration of the section by the Bureau 
of Internal Revenue, and the conclusion is reached that “the Bureau has dis- 
played a very conservative and cautious attitude in the enforcement of the 
section.” The role of the courts in the enforcement of Section 102 is scrutinized 
in chapter vi, and it is concluded that for the most part “it would indeed be 
difficult to accuse the courts of harsh and inconsiderate enforcement in the face 
of the record. The courts have been sympathetic listeners when the taxpayer 
corporations have come forward with evidence in support of their needs for, 
and uses of, surplus accumulations, and of their explanations that there is no 
purpose of personal surtax avoidance therein.” 

Chapter vii lists various proposals for reform or modification of the section, 
all of which are adequately analyzed and criticised. Finally, chapter viii is a 
well-prepared summary that will be extremely useful for those who, like most 
of us, have not the time for adequate study and analysis of the many problems 
that interest us. 

In conclusion, it should be pointed out that this study will be of value and 
interest not only to the members of the Joint Committee, but also to specialists 
in income tax law and theory, students of public finance, and the general eco- 
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nomist, not to mention minority stockholders of corporations because of the 
possibilities outlined for the latter of bringing suit against corporate directors 
for recovery of income used to pay penalties assessed under Section 102. 


Ernest F. PATTERSON 
University of Alabama 


State Supervision of Municipal Finance. By T. E. McMrttan, Jr. (“Public 
Affairs Series,” No. 12.) Austin, Texas: University of Texas, 1953. Pp. 100 
(paper). 

The attention of the public and of economists is attracted to the astronomically 
large and highly publicized expenditures of the federal government. The average 
citizen is probably more familiar with the Eisenhower budget than he is with 
the budget of his own city, even though his municipal budget covers services of 
immediate and pressing concern. Any study of municipal finance, therefore, is 
certainly welcome. This particular study will probably do little to enlighten the 
layman or even the economist, except as it filters down through articles and 
texts prepared by specialists in the field who are the only persons likely to read 
the book. For this volume is highly specialized. 

The author is a research associate of the Institute of Public Affairs of the 
University of Texas. He obtained the information by sending questionnaires to 
the appropriate state officials, and the data collated in this volume are up-to-date 
as of the first quarter of 1952. Mr. McMillan presents and interprets the data 
in five chapters: “Accounting Systems,” “Auditing of Municipal Accounts,” “Fi- 
nancial Reporting,” “Budgets,” and “Municipal Debt.” Five appendixes present 
relevant data in tabular form for easy and convenient reference. 

In so far as any generalization can be drawn from the monograph it is that 
in exercising control over municipal finance, state legislatures should seek a 
happy mean between too much rigidity on the one hand or too little control 
on the other. “Nebraska presents an example of mass municipal rebellion against 
an inflexible system of state supervision. In 1943 Nebraska passed a compre- 
hensive budget act for cities and villages. Objections were so many and great 
among the municipalities that the following session of the Nebraska legislature 
repealed the entire law” (p. 61). 

The book is appropriately classified as a monograph of specialized information 
in the field of municipal finance. Perhaps not many readers will be motivated 
to read the book through; it should, however, be on a readily available shelf of 
every student and would-be-authority on municipal finance. 


VALDEMAR CARLSON 
Antioch College 
Taxation and Incentive. By Lavy Ruys-WrititAmMs. New York: Oxford Univer- 
sity Press, 1953. Pp. 188. $3.50. 


The line of argument presented in this extremely interesting little book runs 
somewhat as follows: increased production and capital formation are badly 
needed; but the older, negative incentives to effort, such as fear of punishment, 
fear of poverty. fear of loss of position, and the positive incentives such as 
hope of gain, material improvement, etc., have largely lost their force as a result 
of various social and economic developments. More specifically, increased labor 
no longer brings reward in terms of things most desired, partly because of 
rationing, high and progressive taxation, the constantly changing value of money, 
but most of all, perhaps, because of the advantages (social benefits) bestowed 
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on many who make no attempt to bear their fair share of the general burden. 
In short, the present system of taxation causes unforeseen distortions in the 
conduct of business, which slow up production, encourage waste, and discourage 
initiative and effort. This is true, it is claimed, both of the personal income tax 
and the tax on company profits. 

The author enumerates seventeen “free” social services and five types of tax 
remissions now provided in Great Britain. She is not inclined, however, to turn 
the clock back by eliminating these services; instead, she proposes that the 
present Means Test be abolished, that weekly maintenance payments be made 
to every single individual in the community, not merely to the sick and the un- 
employed. This, she asserts, would conform to the democratic principle that 
the state owes the same benefits to everyone, not merely to the sick and 
unemployed. 

On the finance side, the author recommends the creation of a giant insurance 
system within which all forms of social service provided by the state would be 
financed exclusively by a basic social security or welfare tax on all current earn- 
ings, with slightly different proportional rates on earned and unearned income. 
A second income tax, corresponding to the present income and surtax, with 
individual credits of £600, and graduated rates, would be levied for the support 
of general governmental activities—law and order, defense, public works, etc. 

Lady Rhys-Williams claims among others the following advantages for the 
proposal: (1) decreased administrative costs, (2) increased incentive to work, 
(3) encouragement of saving, and (4) simplification of the tax system. 

Although she argues with conviction in support of her proposal, Lady Rhys- 
Williams admits she is “far from satisfied” with some details of the scheme. 
Furthermore, she points out that the proposal is “an instrument of reform, 
rather than a reform itself.” If she has failed to provide a final solution, the 
author has at least given us a lucid and instructive essay on one of the major 
tax problems of current times—how to finance the vast array of social services 
now being provided, without stifling private industry and initiative. 


Cartes P. WHITE 
University of Tennessee 
The Limits of Taxable Capacity: A Symposium. By the Tax InstiTUTE. Prince- 
ton, N.J.: Tax Institute, Inc., 1953. Pp. viiit+184. $5.00. 


In an era of extraordinary tax burdens, one could hardly find a more important 
topic for analysis than that which was selected by the Tax Institute for its 1952 
symposium, held in November of that year at Princeton. Many of the papers 
presented there and published in this volume are good, some are excellent, and 
even the two or three that fail to be particularly impressive in their content are 
impressive, nevertheless, for the very reason that their weakness is indicative 
of the complexities of the issues involved. 

The limits of taxable capacity are analyzed in a broad, general way by Pro- 
fessor Dan Throop Smith; with respect to income taxation, by Professor Walter 
W. Heller, death taxation, by Imrie de Vegh, and state and local taxation, by 
James A. Arnold, Jr., of the Princeton Surveys; in the light of British and 
Canadian experience, by Monteath Douglas, executive director of the Canadian 
Tax Foundation; in relation to taxation as an instrument for inflation control, 
by Professor Lester V. Chandler; and with respect to effects upon the value of 
money, by Professor Colin Clark, individual and business incentives, by Pro- 
fessor Earl R. Rolph, and economic growth, by H. S. Bloch of the staff of the 
United Nations. 
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Somewhat removed from the main topic, but necessarily related to it, are 
papers of Rowland R. Hughes, of the National City Bank of New York, on 
government expenditures, and by Maurice G. Paul, Jr., of the Philco Corpora- 
tion, on problems of tax compliance. Finally, the volume includes the presidential 
address of Clarence L. Turner, of Turner, Crook & Zebley, in which some atten- 
tion is given to the symposium topic, following an account of the objectives and 
accomplishments of the Tax Institute; and a report by Eugene G. Shaw, com- 
missioner of the North Carolina Department of Revenue, on four regional 
round-table meetings on the symposium topic which were held before the 
Princeton meeting. 

Most of the participants seem to have had in mind Professor Colin Clark’s 
now celebrated conclusion that the limits of taxable capacity are reached when 
total tax revenues amount to approximately 25 per cent of national income, 
for the reason that, near that point, taxation becomes inflationary. Professor 
Clark is here to defend his thesis, and, indeed, to claim that developments since 
1945, when he first gave it to the world, have generally tended to prove the 
validity of his position. But there is little agreement with him, the general point 
of view being one of “it depends.” 

It depends upon patriotism as during a war, standards of consumption, social 
and economic mobility, non-pecuniary incentives, and the political atmosphere 
(Smith); statutory construction, administration, accounting and assessment pro- 
cedures, habits of compliance, and the attitudes and motives of taxpayers 
(Douglas); tolerable combinations of different kinds of taxes (Heller); the 
extent to which taxation reaches unearned as distinguished from earned income 
and—in the case of estate taxation—older accumulations of wealth rather than 
recent accumulations (de Vegh); the decision of the electorate as to the portion 
of output it is willing to devote to group activities (Arnold); the burden of 
compliance in terms of “cost, irritation, or both” (Paul); and the terms and 
volume of trade, as well as the anxiety of governments to collect hard currencies, 
particularly in the case of export economies (Bloch). Mr. Douglas contends, 
moreover, that the Clark thesis is indefensible because of its reference to in- 
flation; he points out that inflation by way of high taxation may be a lesser 
evil than inflation by way of deficits. 

The effects of taxation upon incentives, especially upon personal efforts and 
investment, are given a great amount of attention in these papers. Many argu- 
ments are developed to show why high levels of taxation in general and high 
progressive rates in the structure of particular taxes should cause diminutions 
in output, but it is noteworthy that the analysis almost as often leads to quite 
contrary conclusions. Doubtless this will not be surprising to those already fully 
familiar with the reasoning pro and con, for the debate promises to be endless, 
and one wonders if even a few basic conclusions will ever be widely agreed 
upon. 

In two of the papers, the scholarly tone quavers somewhat. Professor Clark 
gives the impression that he is pretty well “fed up” with governments them- 
selves as well as with the high taxes they impose, and he sallies forth with a 
totally unexpected blast at Harvard University. And Mr. Turner, in the presi- 
dential address, gets rather rough in his reference to “pressure for so-called 
fair deal socialistic measures” and his statement that “we are well on the road 
to socialism and poverty down which Britain has been traveling.” 


Raymonp P. KENT 
University of Notre Dame 
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Counci, oF Europe. The Strasbourg Plan. Strasbourg, France: Council of 
Europe, 1952. Pp. 197 (paper). 


The Plan sets forth proposals for improving the economic relations between 
the member states of the Council of Europe and overseas countries for the pur- 
poses of raising the standard of living of both groups and of easing the balance 
of payments problem. 


DEARBORN, DeWitt C.; KNEZNEK, Rose W.; and ANTHONY, RoBerT N. Spend- 
ing for Industrial Research, 1951-1952. Boston: Harvard Business School, 
1953. Pp. viiit+-103. $2.50 (paper). 

Some 44 per cent of the 4,800 firms surveyed by this study support research, 
the percentage ranging from 27 in furniture manufacturing to 79 in the case of 
manufacturers of professional, scientific, and controlling instruments. The median 
percentage of sales spent for research ranges from 0.3 in the food industry to 
4.9 in drugs. Large companies tend to spend a smaller percentage of sales on 
research than do medium-size companies. 


EncEL, Louts. How to Buy Stocks. Boston: Little, Brown and Co., 1953. Pp. 
xii+-252. $2.95. 

The advertising manager of a leading investment firm presents in thirty-one 
brief chapters, averaging about eight pages, an elementary “guide to successful 
investing.” The material is set forth accurately in simple language which the 
layman can easily understand. 


FAIRCHILD, Frep R.; Buck, Norman S.; and SLESINGER, REUBEN E. Principles 
of Economics. New York: Macmillan, 1954. Pp. viii+780. $6.00. 

This volume represents a thorough rewriting and revision of the material in 
Fairchild, Furniss, and Buck’s well-known Elementary Economics, to which new 
chapters on consumption, national income, and government in industry have been 
added. Factual material has been brought up to date and the subject matter is 
presented with clarity and balance. The result is an excellent text for beginning 
students. 


Hermann, Henry H.; Montcomery, W. RANDOLPH; and RoveELSTAD, ERNEST 
A. (eds.). Credit Manual of Commercial Laws, 1954. New York: National 
Association of Credit Men, 1953. Pp. xxv-+-766. $10.00. 

This 46th annual edition presents an up-to-date compilation of legal principles 
and existing statutes for the guidance of credit executives. An examination of 
the contents reveals that conditional sales legislation has been changed in six 
states, chattel mortgage laws in ten states, and mechanics’ lien statutes in seven 
states. Also, a new Uniform Commercial Code became operative in Pennsylvania 
in 1954, 


Lincotn, Georce A. Economics of National Security. 2d ed. New York: Pren- 
tice-Hall, 1954. Pp. xii+-643. $6.75. 

In this new edition there is a shift from the historical approach of the first 

edition (1950) to more emphasis on current and future problems involving 
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mobilization of resources, finance and stabilization, and international aspects 
American national defense. A chapter on science and technology has been added 


McLean, JoHN G., and Haicu, Ropert Witiiam. The Growth of Integra 
Oil Companies. Boston: Harvard Business School, 1954. Pp. xxiv-+-72§) 
$12.00. 

The technological, economic, and business circumstances which have encow 
aged vertical integration in the oil industry are analyzed in detail. While th 
proportionate share of the industry’s refining capacity held by small firms d 
clined from about 28 per cent to 15 per cent of the total during the perie 
1920-50, the authors conclude that there are many profitable opportunities sti 
open to small refiners. 


U.S. DEPARTMENT OF CoMMERCE. Income Distribution in the United State 
(Supplement to the Survey of Current Business.) Washington: Governmer 
Printing Office, 1953. Pp. vi+86. $0.65 (paper). 

This report provides data for the years 1944, 1946, 1947, and 1950, wit 
separate information for farm operator families, nonfarm families, and u 
tached individuals. Data are also presented on the distribution of federal i 
dividual tax liability and after-tax income in 1950. 


CiypeE WILLIAM PHE 
University of Southern California 








